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Coming — Are the restrictions imposed by 
the Commissioner on changing methods of 
depreciation reasonable? The answer is no, 
according to Ned Fischer, who feels thai 
Congress intended the provisions regarding 
depreciation to be liberally construed. He 
suggests a change in policy which would 
not result in a change of the existing rev- 
enue laws, would be fair and practicable 


and, in the long run, would not result in 
a loss of revenue. 


In other articles, John C. Bruton deals 
with reserves and deposits; Charles B. Bayly, 
Jr., discusses the optional use of the relief 
provisions of Section 107; Herman Wolff, 
Jr., writes on divisive reorganizations; and 
Joseph Lerner analyzes the problems aris- 


ing under the exemption from excess profits 
of strategic minerals. 


Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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Administrative... 


FEDERAL 
TAXES 


m A LTHOUGH A HUSBAND is of course 
able to make a gift to his wife without affecting his duty to sup 
port her,” that possibility is negatived where he uses the words 
“for her support and maintenance” with regard to the income of 
trusts which he has set up. In such case, if he is obligated, under 
state law to support her, the value of the trusts, equivalent to her 
interest in the income from them, is includible in his gross estate 
upon his death. Since the income is being applied toward the dis 
charge of his legal obligation, he retains enjoyment of that income 
within the meaning of Section 811 (c) (1) (B).—Commissioner v 
Estate of A. S. Dwight, 53-1 ustc J 10,903 (CA-2). 


a 

I HE SCOPE of Section 812 (d) was deter- 
mined where executors gave $35,000 to charities under a will 
which gave them absolute discretion to distribute $100,000, “giv- 
ing due weight to any memorandum I may leave”; and a mem- 
orandum admitted to probate as part of the will listed, with 
amounts opposite their names, individuals and institutions which 
the testatrix “would like to remember,” but the executors were 
free to disregard her “suggestions.”” The lower court had found 
the executors to be constructive trustees for the charities under 
the applicable state law. In holding that’the $35,000 was non 
deductible from the gross estate as charitable bequests or trans- 
fers, it was stated that “We must select a standard for deductibility 
somewhere between the certain extremes that the testator must 
intend a benefit to charity . . . and that a charity must receive 
the amount deducted. . . . Although the gifts in this case were 
testamentary in character, we think that the words ‘bequests, 
legacies, devises, or transfers,’ considering the Congressional pol- 
icy in attaching the deduction privilege to these gifts, make 
§ 812 (d) applicable only to those gifts which pass by the terms of 
a testamentary instrument. Although the four corners of a will 
may be abandoned to prevent the unjust enrichment of fraudu- 
lent executors, there is no justification for a similar abandonment 
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of the will in effectuating the language and purpose of § 812 (d). 

3y limiting deductions to transfers which pass under the express 
terms of a will, as Congress seems to have done, a clear line is 
drawn which would be greatly obscured if we placed upon it the 
frequently vague circumstances and apparently discretionary 
character of a constructive trust.”—Delaney v. Gardner, 53-1 ustc 
{ 10,904 (CA-1). 


A CHATTEL MORTGAGE in South Caro- 
lina takes precedence over a later tax lien although the lien is 
recorded first. So, in U. S. v. Anders Contracting Company, Inc., 
53-1 uste { 9412 (DC S. C.), where the seller of a truck retained 
title and conveyed only possession to the purchaser, the govern- 
ment, as against the claim of the seller, was not entitled to the 
proceeds from a sale of the truck although it had recorded a tax 
lien before the conditional sales instrument was recorded. “At 
common law the chattel mortgage held by the Auto Company did 
not have to be recorded to be effective against the claim of the 
Government and there is nothing in the Recording Act which 
changes the rule under the facts in this case. . . . The Government 
has suffered no loss by reason of the failure to record the chattel 
mortgage and to hold that the Government could take the prop- 
erty, which had been sold to the taxpayer, even though title had 
been retained by the seller, would result in an unjust enrichment 
of the Government at the expense of the Auto Company.” 


p RESUMPTION OF PERFORMANCE 
enabled a corporation on the accrual basis to qualify for a deduc- 
tion for a pension contribution as having been made within 60 
days after the close of the taxable year of accrual. In 1945, a cor- 
poration accrued monthly on its books sums totaling its contri- 
bution to an employees’ pension trust for the prior year. On 
February 25, 1946, it was notified by its actuary that its entire 
contribution was $42,547.88; on February 28, its president and 
treasurer, who owned a large majority of the stock, made out as 
treasurer, a check in the required amount, payable to the trustee 
of the fund. A letter of transmittal together with the check was 
given him by the pension committee (of which he was a member) 
to transmit to the trustee. The trustee acknowledged receipt in 
a letter dated March 4, 1946, but there was no evidence as to the 
actual date of receipt. In holding that the check had been deliv- 
ered within the 60-day time limit and that, therefore, the amount 
was deductible for the year 1945, it was stated that “It has long 
been established that a presumption exists that a public officer has 
performed his duty. . . . The circumstances of this case only serve 
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to strengthen this presumption. It would have been the 
grossest kind of negligence for . . . [the president and secre 
tary|, as a member of the Committee to have failed in the per 
formance of his duty. Furthermore, as owner of the majority of 
the stock in taxpayer, it would have been to his personal financial 
advantage to perform it properly. . . . On the other hand, the 
fact that acknowledgment was not made until the following 
Monday is not at all inconsistent with this presumption. There 
was no urgency or duty requiring prompt acknowledgment as far 
as the Trustee was concerned. . 
missioner, 53-1 ustc § 9423 (CA-3). 


Dick Brothers, Inc. v. Com- 


A MEMBER OF THE RESERVES came 
within the purview of the act which granted a deduction from 
gross income for income accumulated in trust for men in military 
service who died between December 7, 1941, and January 1, 1948. 
“If it is assumed that reservists are in fact excluded from the mil 
tary forces in the ‘commonly accepted use of the term,’ the statu- 
tory excerpts . . . make it apparent that the Congress has not 
accepted any such popular connotation.” It was not necessary 
that active service be performed in the year for which the deduc 
tion was claimed as long as the decedent beneficiary died while on 
active service.—K ing v. U. S., 53-1 ustc § 9415 (Ct. Cls.). 


Li ISSES sustained in raising cocker spaniels 


were deductible as losses from a business regularly carried on for 
profit, although the operators loved dogs, had independent means, 
lacked records, and the (early) losses were consistent. More 
than balancing these factors were a modest income, a desire for 
gainful occupation, long hours at hard work and a belief that the 
business could be made profitable—Louis Hall, CCH Dec. 19,683 
(M), 12 TCM 564. 


' 

STi ICK of a corporation which becomes do 
mesticated in Nebraska is to be valued, for the purposes of imposing 
a tax on intangibles, as stock of a foreign corporation and not as 
stock of a corporation organized under the laws of Nebraska. Al 
though administrative decisions to the contrary had been ren 
dered and followed by taxpayers, there was no basis for enjoining 
the collection of this tax on the stock of foreign corporations, 
since “taxation and the collection of taxes are strictly govern 
mental activities as distinguished from private and proprietary 
activities, and the public as to such activities cannot be estopped.” 

Omaha National Bank v. Jensen, CCH Nepraska TAX REPORTS 
§] 24-515 (S. Ct. Neb.). 
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EPT Extended... 
IRC Hearings Postponed... 


Refund Suits in District Courts 


Washington Tax Talk 


The President 


The excess profits tax will live for an- 
months. The new lease on life 
was acquired by the extension to December 
31, 1953, voted by Congress and now signed 
by the President. However, it had a diffi- 
cult time getting to him 


other six 


Chairman Reed of the Ways and Means 
Committee, who is a highly respected au- 
thority on life and death of tax laws, was 
vehemently opposed to extending the life 
of something he believed to be inherently 
evil; and he held out for euthanasia 
when overruled by his colleagues. 


even 


It seems safe to say that the majority of 
EPT taxpayers The in- 
herent have been 
recognized since the first one was enacted 
during World War I, but it’s the 


which makes it politically attractive. 


The Tax Founda- 
a New York at- 

commented on 
“Of course, it has 
a tremendous semantic advantage. 


does. 
weaknesses of the tax 


feel as he 


name 


In a recent article for 
tion, Thomas N. 
torney 


Tarleau, 
authority, 
the weakness of the tax 


and tax 


3y that, 
If the excess 
profits tax were not called an excess profits 
tax but were called a boogey-boogey tax, 
there would be no question that the boogey 
boogey tax would be off the statute books.” 


And, for further substantiation, he quoted 
two former Secretaries of the Treasury— 
Carter Glass and Fred M. Vinson. 


Mr. said: “It encourages 
wasteful expenditure, puts a premium on 
over-capitalization, with a 
brains, energy, and enterprise 


I mean it has a good name. 


Carter Glass 

penalty on 
It discourages 
new ventures and confirms old ventures in their 
monopolies.” 


Secretary Vinson said: “The excess 
profits tax has been erratic and, in many 
instances, an inequitable tax. The diffi 
culty is that calling profits excessive does 
not make them excessive, calling profits 


Washington Tax Talk 


normal does not make them normal. Nor- 
mal profits and excessive profits look alike; 
there is no chemical reagent to distinguish 
them. The excess profits tax, to be sure, 
has a formula—a very complicated formula 
in its entirety—for distinguishing normal and 
excessive profits, but that formula is seri- 
ously defective.” 


The chairman had quite a bit of support 
from his colleagues, too, in his “lost cause” 
to prevent the EPT from living longer than 
June 30. However, the pressure of the 
unbalanced budget exerted itself. 

The budget deficit for fiscal year 1953 
amounted to $9,389,000,000 and is the high- 
est in history except for the two World 
War periods. This is more than double 
last year’s deficit, and $3,493,000,000 higher 
than estimated in the January budget. 


Expenditures of $74,607,000,000 during 
fiscal year 1953 reflected the continued rise 
in defense and other spending under plans 
and programs of 
tration. 


Adminis- 
Senator Byrd 
“It takes the federal gov- 
ernment exactly one second to spend all the 
federal taxes paid by a man, with a wife 
and two children, earning $12,000 a year.” 


the preceding 
That’s spending! 
once remarked: 


Budget receipts of the government for 
the fiscal year ended June 30, 1953, were 
$65,218,000,000 as against $62,129,000,000 in 
the previous fiscal year. 


The gross public debt .on June 30, 1953, 
amounted to $266,071,000,000, an 
of $6,966,000,000 during the year. 


increase 


The loss of revenue from having no EPT 
was the pressing consideration of the Ad- 
ministration; and the fear of a greater defi- 
cit in 1954 forced a reluctant 
adamant for the 


President to 
revenue that the 
tax will produce in the next six months. 


reinain 


When Chairman Reed would not call his 
committee to entertain a motion to extend 
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the life of EPT, he was threatened with 
the vote of a resolution by the Rules Com- 
mittee. 


At this point the extension of EPT be- 
came less a tax question and more a ques- 
tion of constitutionality of a legislative 
process. Chairman Reed of the Ways and 
Means Committee desperately fought the 
Administration’s attempt to circumvent his 
committee with action by the Rules Com- 
mittee which would extend the excess 
profits tax beyond the June 30 deadline. 


“We have heard much about a return to 
constitutional government,” Reed said. “It 
is inconceivable to me that this great com- 
mittee would be a party to an action which 
is contrary to every orderly process of gov- 
ernment and which would destroy the very 
foundations of our legislative system. 


“T don’t believe you men are going to 
stand for the destruction of representative 
government. I can say that if this is true 
that is no place for me.” 


“What I have told you is no more than 
I have told the President of the United 
States,” Reed said, referring to personal 
appeals from Mr. Eisenhower for committee 
clearance of the excess profits tax exten- 
sion. 

“What have I done in my 35 years here 
to cat'se this action to be taken against me? 
I’m fighting for the integrity of my com- 
mittee and will continue to fight for it as 
long as I’m in Congress.” 


Conceivably, the constitutional objections 
raised here by the chairman to this method 
of bringing about the imposition of a tax 
could have become the issue in a suit by 
a taxpayer if the tax law had been extended 
by Rules Committee action. 

Perhaps this contingency influenced the 
committee when it voted 16 to nine, on July 8, 
for the Kean bill (H. R. 5898), which 
zipped through the House 325 to 77 un- 
der a “no amendment”-“four-hour debate” 


(Continued on page 665) 
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saw the United States Government plunge $9,389,000,000 in the red. 
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Estate Planning: 
A Practical Approach 


By JOHN ALAN APPLEMAN 


rT. HIS ARTICLE outlines some of the 

basic problems which must be consid- 
ered in the case of almost every substantial 
client. The primary approach will be to deal 
with the problems of professional men, other 
types of situations being discussed as occa- 
sion arises. 

Every 
certain 


undertaken with 
mind: financial se- 
curity for the client during his continued 
business or professional activity and fol- 
lowing retirement; security for his family 
and others dependent upon him following 
his death; continuity or liquidation, with 
minimum loss, of the income-producing en- 
tities; maximum 


plan is 
objectives in 


estate 


savings in income and 
and eventual transfer of 
his holdings in the manner desired by the 
client. 


succession taxes; 


Increasing requirements of education and 
professional training, combined with re- 
duced longevity for those persons whose 
intense concentration upon work produces 
hypertension, thromboses and _ perforated 
ulcers, have squeezed the period of pro- 
ductivity of many professional men into a 
few decades—varying, normally, from 20 
to 40 years. Their problems are, in gen- 
eral, quite similar. Architects, attorneys, 
chiropractors, dentists, osteopaths and phy- 
sicians, as a rule, are persons who attain 
security in one manner only—from savings 
out of earned income. Unless they receive 
wealth through inheritance or marriage, 
their estates must be created through the 


Estate Planning 


Promotion of the Family Unit 
Must Not Be Forgotten 


in the Process of Saving Taxes 


financial success which they achieve from 
chosen professions. ‘Their businesses are 
not like those of retail corpora- 
tions, which can be increased in value over 
the years and resold to others. The indi- 
vidual practitioner seldom has created for 
his benefit by some employing entity a 
pension program or insurance fund; usually, 
he does not have even the benefit of a pa- 
ternalistic program of social security. His 
work keeps him sufficiently busy that he 
does not become an expert investor—the 
combined losses of professional men in en- 
deavoring to attain financial security by fliers 
in investments probably exceed their gains. 
At least, that has been my observation. 


stores or 


Normally, if the client is married, the ac- 
quisition of financial security must be by 
a husband and wife team. One’s thinking 
must be integrated as to both husband and 
wife as a unit. Therefore, if the tempera- 
ments of those persons are such, or other 
problems exist, as to make divorce a dis- 
tinct ultimate possibility, this unity of 
planning must be abandoned. 

Assuming, however, that 
married “for keeps,” there 


the couple is 
are certain 
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Mr. Appleman, a member of the Urbana, 
Illinois bar, is also a partner in 
the Chicago law firm of McKinley, Price & Appleman. 


fundamentals to be kept in 


to secu he maximum benefit 


that 


prior to 
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tH proceeds 


will n | axab] | State 
insured; v1 | pportunity in- 


crease rie ari estate throug! the: 


iivestments 


investments; increases her ability to 


make lifetime 
portion of 
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by < WiTeé 
her name 
other that 


might be 


state 


ect 


should ge » tl vife’s nam 

properties | I al sever: 

my conclu 

may deteriorate, through 

and obsolescence thereby reducit 

than increasing) the wife’s portion 
estate: icome properties, whether 

ties or otherwt " tend to increas¢ 
particularly if earnings are plowed back 


hy] 
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through reinvestment, thereby increasing ri would | imput 


584 August, 1953 TAXES —The Tax Magazine 





iS an agent, and 
would not be 
an action to! 


by another. 


a woman injured by het 
ligence may sue him tor such 
r€ an 

How 


the 


vhile entering upon 
\ suit ag ] 
could well 
mming the 


ainst the 
law vé 
sk 
hat the suit is tor 
rumors could hurt 
against the wile 


detriment 


these persons 


insurance 


nancy 


tv is deemed ti 


paid 
pala 


is reduce Ss 
therwise 


tate taxe 


bast 

$10,000 
10.000 at 
udil 


+ ¢ 
hie 


10.000 


lv a $10,000 f 
$30,000 Furtl 


rtv for $30.000 


Estate Planning 


(3) Even though 


there is no estate tax 


saving, the creation of a joint 


tenancy in- 
volves a taxable gift, thereby reducing the 
purchaser’s gross gift tax exemptions avail 
able for other purposes. 


the wite 


Furthermore, if 
dies first, such gift tax credit has 
been consumed to this extent and the prop- 
erty still comes back to the original 
chaser in toto 


(4) When 
consistS ot a 
estate of the 


liquid assets. 


pur- 


such joint-tenancy property 
loads the marital 
with non- 
that (a) other 
funds to provide income for her support and 
comtort must be found, (b) it is more diff 
cult for her to consume ort away 
portions of such property widow 
hood, so as to reduce her remaining taxable 
estate and (c) it 


house, it 
surviving spouse 


This means 


give 
during her 


encumbers het 


with a 
home which is unnecessarily large following 
her husband’s death and 


which 
both for its 


requires 
mainte 
maintenance of a stand 
comparable to that 
wage died \ modest 
would be adequate, 
less exertion to maintain 
reduce her 


Mmnecessa’ry expense 
nance and for the 
ard of living 


enjoyed 
before the 


earner 
apartment normally 
would require fat 


and would expenses 


ven if the widow has to pay claims 
jomnt-tenancy property, no 


normally 


federal 
credit would be re 
such expenditures 


is always the danger of in 
ot one 


1 the 


spouse, 


property 


expensive court 


preventing dis 
without elaborate 
proceedings, and the 
t separation or divorce which 
unnecessarily 
irse, if the husband is particularly 


matters, he should 


complicate the title 
these 


nevect 


any portion of ownership to his 


ese are a tew ot the matters which in 


husband-and-wife 
there are several fac 


taken into considera 


fluence the matter o1 


ning Ho\ 


rs which 


vever, 
must be 


working out wills, trust 


transactions neces 


transters, 


arrangements and other 


sary to accomplish the desired results 


Particularly, the following possibilities must 


be kept in mind: (a) death of both parties 


hile children are minors, (b) wife prede 
ceasing husband and (c) death in a common 


disaster Let these 


iefly 


discuss 


pr »blems 


the parents sh uld both dic 


n are minors, there are 


while the 
some very 
serious problems which must be solved by 


clear and tarsighted thinking on the part 
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of these clients. Provision must be made 
in their wills in anticipation of these prob 


lems, for example 


(1) Who is going to raise and to educate 
the children? Certainly it should not be 
aged parents who no longer have the phy- 
sical and mental resistance to cope with and 
properly to children. 
Normally, the persons Ol! 
the children should be a 


discipline growing 
guardian of the 

younger person, 
who loves children, who has, perhaps, chil- 
could 
making 
provide an 
environment similar to that they had previ- 
ously 
tional, 


who 
without 
who can 


dren of his or her own but 
accept other 


them feel 


youngsters 
unwanted, 


known, whose feelings upon educa 


economic, political and _ religious 


matters are similar to those of the 


parents, 


to undertake that grave 
His willingness to act must 


and who is willing 
responsibility. 
be ascertained in advance of his designation. 
also be made for su 

And, if the person or 
persons designated are nonresidents of the 
State 
must be made for custody to be transferred, 
by appropriate methods, to the domi 


Arrangements must 
guardians 


cessor 


where the client lives, arrangements 


the guardian 


(2) Who is g 


for the 


POT 


ing to handle the property 
As a 
Tipe 
children is not the one best 


benefit of these children 


general rule, an individual who 1s 
tent to raise 
qualified to act as trustee to supervise in- 
should normally 
company tor this 
should integrat« 


client 
trust 
However, he 


vestments The 
select a qualified 
purpos¢ 

the method of disbursements of 
with the needs of the 


supporting and educatin 


close ly 


guardian 


] 


the children. Ov 


funds 


casionally, an individual will be appointed 


as a cotrustee to advise the trust company 


as to needed payments, bearing in mind 


other receipts for the children’s benefit and 


emergency situations which may a4»ris¢ 


(3) How are such trusts to be equal 
Normally, 


minated when children attain a ce 


and terminated? 


trusts are 
rtain 
: ' 6a 
However, it may develop that one child is 
mature beyond his years, another child may 


be mentally or physically incompetent to 
make a living and 
gullible 


necessary to set up tests for the 


a third child may be ex 
tremely In such event, it may be 
trustee to 
follow in directing continuation of the trusts 
as to one or more children, without inter 
ference with the provisions as to remaining 


children, unless the entire trust 


funds are 
Spend 


thrift provisions also may be necessary. 


586 


necessary for the trust purposes. 
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This brings up a psychological questiot 
with reterence to children. If payments are 
continued, even in small amounts through 
out life, will this give a desirable feeling of 
financial such child or will it 
destroy such child’s incentive for success 
from his own 
girl, will the 


make her feel so independent that she ll 


security to 


efforts? If the child is a 
fact of an independent income 


walk out at the time of the first family spat 


following marriage, instead of kissing and 


making up? These are practical problems, 
problems which must be 
be far more 
children than f 


faced, and wl 1 h may 


mportant to the happiness of the 


inancial security karnest 


consideration of the circumstances is neces 
sary to a oper decision 

Assuming, ywever, that 
to terminate at a certain time, 
equalize sl] fairly as between 
dren. If one child is 13 and anoth 
at the time of I 
sider 
parental support 
It would be unf: 
vhen the older « 
and to require the 
be partially or who consumed for 
support \s 


self-supp< 


additional years of 
child may 


another 


become 
may r yea 
plus medical schos 


may 


spend fot 
| 
dt 


1 
and inter? 
marry at 


insurance 
Situati 


11 
Ital 


such receip 

SO aS (a) to equalize 
from all sources so that 
treated 


funds at regular 


(1 t pI 
») to | 


fairly, 
intervals 

against excessive payments n 
plete the Whether settlemer 


should be used or not 


trust. 
must be 
from the facts of each case 

(5) What 


ct nsidered ? 


other contingencies must be 


The premature deaths of on 


child or more children, powers to be giver 


to or withheld from guardians, executors, 
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Instead of requiring the wife to 
survive, wherever possible, there 
should be a presumption established of 


her survival. By doing so, advantage 


can be taken of the marital 
provisions of the husband's will and, 
also, two estates, each in lower 
brackets, are created. 


{ 


stees, and many other problems may 


in a particular case Again, wherever 
nership 


or close corporation has been 


‘ ‘ 


ence, 1n 


egration of all plans must 


- the result will spell 


the problem of the 
while children are 

rs, let us suppose that these 
recur at about the sam«e 


parents 


time. Fre- 
wills, or insurance settlement 
agreements, use “boiler plate” phraseology 
making the payments available to the wife 


i in the event of her surviving her hus- 
And, in addition, the wife may have 

x that 
| I 1 


This result is 


her estate, whatever may be, to 
exactly the 


usually want to accom- 


husban« 

f what we 

proper lifetime husband-and-wife 
has come back into 
death 
would 
second marital de 


highly 


event, 11 there are 


Everything 


estate and, since his 


remarriage which 


pe ssible 


might be unde- 
children 
tax zooms. 


planning by the 


rst marriage), his estate 
Marriage 
iat some thought be given 


few of 


gencies 


Here are a 


11 


normally should be taken 


requiring 


Ssible, there 
Stablishe 


advantage can be taken of the 


visions of t husband’s will and, 


lower brackets, 


| 


ich financial 


1er death as 
ings from her 


of marital deduction 


al expenses Io! house 
, 


] tor 
Os THT 


children, etc 
be maintained upon 
amounts, by the hus- 
will be no 


adequate 


financial loss, in 


program of 


Estate Planning 


and the insurance need is 
clearly apparent. However, this is prob- 
ably the life insurance need least under- 
stood by laymen, and underwriters should 
drive home this need as strongly as possible. 


life insurance 


(3) Any instrument effected by the hus- 
band should guard clearly against the pos- 
sible reverting of any conveyed, 
bequeathed, or devised to his wife. 


assets 


(4) The wife’s estate must be planned so 
as to be integrated with the husband’s 
It is not uncommon to find that 
the wife has died without a will. If a split 
acquisition method has been followed, then 
such neglect may destroy the work of years 
‘I here are 


program. 


certain general principles which 
should be followed in this regard: 


(a) Unless the husband is certain to need 
the wife’s funds, they should 
transferred to him outright. 


seldom be 
In some cases, 
it may be well for the wife to use a portion 
of the marital deduction; in other cases, no 
part of the available deduction should be 
used. Normally, it is better to limit the 
husband’s interest so as to keep such as- 
sets out of his taxable estate, even if it is 
desired to give him so much of the income 
as he desires during his lifetime. In other 
where the husband’s income is sub- 
stantial he should not be forced to receive 
income, but a should be provided 
under which payments can be made to him 
by the trustee, or, under which the husband 
would have a limited power of demand, not 
annually. Needless 
should not be the 


cases, 


power 


to exceed a fixed sum 
to say, the husband 


trustee 


(b) If the wife is carrying policies of life 
insurance upon her husband’s life, one of 
should be done: Either such 
policies should provide for shifting owner- 
ship upon her death to one or more children 


two things 


who have the ability to maintain such in- 
surance in force; or, the policies should be 
left to a trustee to continue them in force 
with funds to provide for the continued pay 
ment of premiums either out of income or 
Which method is the better 


depend upon the situation presented 


corpus 


will 


(c) If real estate constitutes a major part 
of the wife’s assets, it may be desirable to 
the husband a 

with the 


life interest therein, 


remainder in fee to the children 
Particularly, if such real estate is the family 
home, it may be desirable to add to the life 


estate a power to sell or to convey such 
property, either limiting or not limiting the 


disposition of the proceeds. In a letter rul- 
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The client must formulate his 
plans so that renunciation serves 
only to modify, and not 

to destroy, 

his remaining objectives. 


ing of Decen 
ruled 

“Where ; ( it gives 
spouse a gal | estate in 


powel , | dispose ol 


and pre I ni the remainder 


persons in 


exercise I 


‘terminabl 


section 812 


able in tl 
band’s 
altered 


I 
Kuli 


provisior 
lifetime 
mav elect 


one third or 


include 
tion in | | r where 
sibility 
that renunciation serves 
not to destroy, his remaining 
ct, lite in 
to othe beneficiaries ot 


prevent invasion of those 1] 
pavable 


att 


renouncing widow 


Renunciation is more likely t utilized woman 


by a second wife than by a first wit \ should 


‘This ruling was secured by the author 
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exe mpt 


, ‘ 
tunds, and the objecti 


Is remaining est 
effect 


vas d 


““Interfamily’’ Planning 


Ctl 


laps, even the husbands, 


grandchildren 


considet « 


i¢ 
pers 


permane 


Estate Planning 


diversions of estate corpus could well inte: 


designed for the 
Normally, the 


ancestral 


rere with 


benefit of one’s descendants 


estate plans 


type ot plan devised for revers¢ 
planning will depend upon the time when 


assistance 1s 1 ured It such assistance is 


required lient’s lifetime, to his 


parents, for example, the best technique, in 


cases adaptable to it, the short-term trust 


Here, the client places securities or income 


in trust with the income to 
life, 


ten, 


entire 
rsons generally for 
than 
to the 
such as his chil 
In the latter 


short 


years not less 


r to revert 
go to others, 
end of such time 

considered a 


rm trust but trust with shit 


benents 


Specifically, wl client accom 
plish in this 


manner: say the divi- 


nds or other income ived amount 


the 
time, 


exemption tor he 


to $3,000 a year If they are used for 


support ot mother, at the present 


a single 


{ $600 he paid income 


cent 


brac ket, 6) per cent ol 
52,400 would amount to 


him only $1,560 available 


support In trust, 


| 


ceeds are payable to 


double exemption ot 


and, unde 


vould be 


$2,662 available for he 


tT age 


ile her tax 


tax might well be 


het medical expense 
And, if she blind, 


still an additional exemption 


ild be deductible were 


sf A Same 
e would have 


\ similar 


conveying I a lite 


result 


could be obtained by 


estate in income 


roducin the remainder in 


client 


1 
} 
de sires to 


ot course, may fit 


a particular situation However, 


| 
Since We Cannot cover the 


estate planning at this time, it is necessary 


ht key 


to spotlig techniques and to ignore, 


. 7 
rr touch lightly upon, those 


less commonly 
employed 
Now let us look at the 


the chent 


situation where 


his obligations during 


disc hare S 


his lifetime but is concerned about what 


may happen following his death If he 


provides for a number of persons, let us 


say, parents or other relatives, by his will, 
he probably will outlive them causing those 
legacies to lapse If he desires to provide 


office em 
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for faithful domestic servants or 





] death, 


him All such 


changes easily could require constant revi 


ployees, they may, long befor: is 
have 


ceased working for 


and most 


sion of his will Che 
desirable method of 
the 


pol 1es of insurance p 


simplest 
ordinary 
small 


handling the 


Situation is for client to secure 


ayabie 
nated beneficiarie s, with his « r others 


designated as contingent and residuary ben 
, 


eficiaries. [his plan has certain advantages 


desig 


vithout disturbing the will: 


It is simple to change the beneficiary 


nation, the 


method of payment is flexible, making pos- 


sible monthly without creating 


ter thic 


receive benefits 


since 


S¢ ymnal 


thereon: 


h paymen 
{ 


suc 


ance may be a material savin; 


to those 


ar¢ not i¢ ( rel \ , such 


axes, 


beneficiaries, particularly where 


ments are pri 
records 


where the bet 


benefit of 


p uid 


- 
mentally incompetent 


or a former girl friend—only the persons 


concerned I insurancé 


most 


usually 


has 
trom 
to integr. 


and of s1 


expect dly 


estate tax ¢ 


entire plan out 


cle nt 


quences may 


underwriter 


1 
ol re; F istan 1d hesitate 


they are 


ill in the parents for this purpose, althoug] 


would not be improper to do so, unless 


doing it to solicit business sut 


underwriter, being a contact man 


by training, and an engaging and person 


abl chap bv aisposition, bring 


the parties together \\ 
embarrassment 
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If the client has expectancies either 
from his own, or from his wife's, 
parents, it is important to 

integrate the plans of the marriage 
team and of such parents. 


hique ot 


re em] 
estate planning for cl 


and 


In proper 


substantial means frequently 


+} 


em 


ciples should be 
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owns property and does not want it 
o be taxed in his must divest 
himself of ownership, completely and irrev- 
ocably. If he does not want it to be taxed 
| s children, he must make 


not become their prop 


estate, he 


estates of hi 


may 


during 


enyoy mcome 
their lite- 
certain types ol 
earned income va 
and royalties 
of which the 
cable to the 


nce 


a man $300,000 and 


1 be financially cul with an 
t $200,000, Dviously he an 


eState 
Save estat¢ 


taxes, inheritance taxes and administration 


Single Trust with ‘Spray”’ 
Multiple Trusts 


Provisions; 


ve may well fi the following 


Grandfathe y, is In a 
desires to give 
which 


imcome He 


urities average 


1 
realizes 
will Save a 

\\ hic h 


substantial 
$3.600 4 


he pays in in 


and, conceivably, will save his 
than $30,000 in succession taxes 


Assuming he has a number 


persons whom he 


wants to benefits, he 


will use one of two techniques 


first is a single trust with “spray” or 


Estate Planning 


“sprinkling” 
ment 


provisions. ‘This is an instru- 


gives the 


which discretion to 


trustee 
divide the benefits among or within a group 
of beneficiaries, as seems best from time to 
time, or to accumulate income, if that seems 
This 
income to 


desirable, in any would 


those 
ite who normally will be per 


future year 


usually mean 


needing 


payment of 
most 


sons in low-income brackets—with the trus 


tee frequently making a separate fiduciary 


ax return. 


device is that of 
ts. Here, the 
ot trusts, each tor a 


Again, the 


withhold a portion of 


The second multiple 


settlor number 


creates a 


separate beneficiary 


trustee 


may have discretion to 


income in any one 


year, thus splitting reportable income 


[The second device could well save more 


money from an income-tax point of view in 


1ere could be multiple trustees’ tax 


lowest tax 
wishes are ab 


returns, each starting at the 
bracket If the 


solutely 


+) ’ 
settiors 


crystallized, this plan may _ be 
eminently satisfactory, particularly if there 
are proper “pour over” 


visions in the 


or contingent pro- 
event the purpose Of any one 
should fail It certain 

however, as compared to the 
“spray” The 


increas¢ d, 


of such trusts has 
disadvantages, 
le trust w provisions 

of trust administration is 
necessitating increased expense; the difficul 
ties in 


investment are most 


pro 


which 


and, 
plan is less flexible in 


greater; 
important, the 


viding tor changing circumstances 


may vary widely trom year to year 


trust may be created for a 


(or course, 


single person Let us go 


back for a mo 
ment to our husband-wife situation in plan 
ning marital and nonmarital portions The 
will desire to leave out 
that 


may I 1eT 


husband usually 

| property which she 
lifetime, so as to mini 
mize her at tax 


still 


stantial enough to 


problems, but which 


her with an income sub 


educate minor children 


and yet live in comfort during her olde 


years. Thus, lite insurance payable in fixed 


amounts of has 


until she 
then changing 
could be made to 
qualify for the marital deduction and assist 


these objectives. ‘Then, if the husband wants 


adequate size 
attained age 55, let us Say, 
to life 


income certain, 


to restore his depleted estate to its former 
size for the benefit of his children in their 
later years, he may provide for the trustee 
under the nonmarital trust to carry 
upon the life of his 


the premiums 


insul 


ance wite and to pay 


from the nonmarital trust 


income. In that manner, those death pro 
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taxes and 


estate 


tax 
puted in 


correct ta» 


) 
| ianning O SUCCESSIVE 


possible mucl ore frequent] 


Son and 4 " 
' dinarily alized areful 
living 
mnpo 
inating . 


Ire: 
iticipate 


inn luding 


state having no 


income ot 


lation, anc 


obtained by the author 
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One should not generally make a gift 


either of appreciated 
or of depreciated assets. 


Estate Planning 


In 
rovide 
us to oftset 


nonmarital 


accon 


ple 
example, 


post | he sc 


missible under the rule against perpetuities 
and under any existing or probable future 
statute regarding accumulations. 


In considering the question of gifts, one 
should not generally make a gift either of 
appreciated or ot depreciated assets. As 
to depre ciated assets, the cle nt could derive 
an income tax advantage by selling those 
assets, taking a loss, giving away the monéy 
received from the sale and permitting the 
recipient to acquire comparable items of 
property hei depreciated value This 
technique wil articularly suitable in the 
Ci ( 1 common stocks. As to 
appreciated assets, the giver must pay gilt 
tax based upon the appreciated value, but 
the recipient’s basis for capital-gain purposes 


lw ¢ 
I 


only t ginal cost of the give 
often, to permit ap 

in in the client's 

y would take on 


transfer, with 


Possible Charitable Deduction Increased 


income tax law 
charitable deduc 
his is of the 
he cz of the pro 
accumulated great 
a distinct advantage 
a charitable founda 
vith the professional man and, perhaps, 
terest in this founda 
sufficient re 
the toundation 
trustees thereof 
um charitable ex 
ings resulting 
required for 
more sub 
purpos¢ S 
the charitable 
to the 
property 

taxes 


ary Situation, the 
rhe undation is not feasible becat 
iverage *s sroblem is chiefly 
attaining pet ial security and security for 
his family t becomes necessary for him 
I ype of investments which 


n order to achieve security 


iI 
<ly as possible and with a minimum 
and a minimum of tax losses. In 
case of all investments, the client should 
proceed only upon the advice of expert in 


vestment counsel who has his best interests 


at heart ot possible for any man to 


593 





yecome expert in all things Ill-chosen taking those persons into partnership 
investments could easily dissipate the accu- providing a proper retirement program. 


mulations of a lifetime of the most orthodox plans is a pe 


} 


program plan, founded by poli 


for a moment to the tual | H 
1 vidual lie insurance « 
business, rather than the : 


} 


1 he cost of the insurance 
lationships of the client. sess 


premiums required for 
tegories other special benefits or by ul 
ne ol risk Che entire contribution 
r, | 1 deductible f 
income aS an expense 
the employee is not 
contribution until 


proceeds irom 
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The present proposals of the Jenkins- 
Keogh bill have in contemplation 
the creation of pension trusts in 
which individual professional men or 
partnerships may participate in 

order to defer a part of their income. 


rt, or the 


United States 


take a different view. 


advised to plunge 
Let others 


pioneer but it 


ation 


most of the 
those of law or 


under most 


state laws and 


the bar and medical societies 
as a corporate 
conceivably 

s as well 
vith reduced 
income from 


» practice. 


1 
i 
is treated as a 


find itself contesting an 
personal hold 


502. } } 


hel which in 


4 
holding 


rsonal service 


income funds 
contracts. 
and above 


nt of all undis 


1 
sed, ove 


net income in 
also be a 

er cent 1 
atus and to pay 
mav be argued 
will run no risk 
than 
But will 
more 


ie othe! 


reat¢ 


investments 


Income 


rporation 


al estate 


and then 


creating 


tnershi 
} 1 » 1 
1ership deduction for rental 


placing such funds into a 


buy-and-sell agreements in the ordi- 
article by this author, 


Approach to Buy and Sell Agree- 


nary nstance see the 


A New 


Estate Planning 


lower corporate bracket 
ever, 


There are, how- 
this 
If the income is paid out to the 
shareholders as dividends, it is still subject 
to personal income taxes, as before, but it 


two fundamental 


( bye ctions to 
procedure: 


also is subjected to corporate taxes; and, 
if the funds are retained in the corporation, 
may be subjected to the 
personal companies. 
Therefore, the usual answer to such proposed 
procedure is “No!” 

The 


Keogh 


they surtaxes ac- 


cruing upon holding 


present proposals of the 


bill, 


Jenkins- 
consideration 
and sponsored, in principle, both by the 
American Medical Association and the Amer- 
ican Bar Association, have in contemplation 


now undergoing 


the creation of which 
individual professional men or partnerships 
may participate in order to defer a part of 


their income. 


pension trusts in 


These would probably work 
with plans admin- 
istered through properly supervised sources. 


Something of 


in conjunction veneral 


this type eventually will evolve. 


Buy-and-Sell Agreements 


I have heard it said frequently that buy- 


and-sell agreements * have no place in pro- 
This 


so bluntly made, is too sweep- 


fessional partnership arrangements. 


statement, 
ing, although it is true that the situation of 
professional partnership interests, under the 


ax laws, is presently confused 


If a professional partner retires and the 


partnership continues to pay over to hima 
certain percentage of receipts trom the busi- 
ness as collected, those are taxable to him 


Also, 


taxable to the continuing 


as ordinary income. 


they are not 
partners 


If a professional partner retires and re- 
ceives from the continuing partners a lump 
sum in full there 
is a complete conflict in tax jurisprudence. 
(One case properly, | believe, holds that the 


payment of his interest, 


transaction amounts to the sale of a capital 
that the would 
upon the subsequent 
their only benefit would 


I 
1 
be a capital expense ol 


asset This means buyers 
pay full income tax 
partnership receipts; 
could 


when they, in turn, sold—or 


which they 
take advantage . 
by way of depreciation, 1 
But t 


considerable 


physical prop- 


I 
} 
I 


erties were included. 


ie selling partner 
Sav moneys in his in- 
come tax and, if he is the dominant partner, 
could require the adoption of such a pro- 
cedure in establishing the partnership initially. 
ments TAXES 
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ns must be 
] 


rstood 


known, 


before 


réec- 
particular 
Then it is of the 
rtance that one proceed with 
orthodox and safe procedures 


1 1 1 
be evolved 


he client in expensive 


lervous tension He 


insecurity: 
} 
1 


peace Ol 


unfamiliar troubles. 


unit 


portant compared 


The Insurance Agent, Farmer, Merchant, 
Owner of a Close Corporation 


resented in four quite 


+ 


ntative, cases, those ot 


farmer or rancher, 


out 
become 


utilize the 


} } 
pied lh 


can assure 


imarily 


\lso, 


Estate Planning 


they should not be held out of possession 
during the widow’s continued life. If the 
client considers the farm land an excellent 
holding and the children are not going to 
be active farm operators, then the possibility 
of its continued operation for a reasonable 
period of years, through a trust, with man- 
agement by a_ professional 
worthy of 


interests 


larm 
consideration. 
should, 
indefinitely 


manager, 
Vesting 
however, not be 


mav be 
of 1K 


postponed 


In the case of the rancher, livestock will 
form an important part of the assets. While 

be handled as in the 
case of the farmer, arrangements should be 
for purchase of the live 
stock, or a majo1 part thereof, by those who 


ntinue the 


land management may 
made, if possible, 


ranching operations 


in the ordinary should 


ronted 


instance, 
burden of man 


ly 
this 


with the 


ing business of with 


type, 
resultant hazards 

The proprietor of a retail establishment 
x the owner of a small 


very definite 


has a 
problem of continuity \ sale 
generally 


corporation 


of inventory must be at sacrifice 


. ] 
prices; a Sal¢ 


ment will bring f: 


of land, buildings and equip- 


less than true value 


may be Wwe ll to work out an appro 
inder which key employees may 
its fair value and 


business at 


buv-and-sell agree 
presupposes, of course, 
o members of his family 


business How 


ac tivities 


trom accurate in many 


widows are devoid 
" 
men, nor are. all 
In many cases, it is extreme ly 
ownership of a family busi 
an imsurance agency, a 
or others enterpris¢ 
h an entet1 


5 pel 


capital 
g¢ in only a 
a more 
If the 
lucrative 


retained 


mannet requisite “know 


1 
} 


busine SS 


resent ) 
preset then a 


man s t 


avecrTape 


in himself 


greates 
and, as yet, most ot 
»s toward personal and family security 
worked out 


Since his 


must be upon an individual 


energies must be 


basis 


concen 


trated primarily upon the work which pro 


vides his livelihood, he must seek a means 
ot estate planning 


particularly, in his early 
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which will relieve him of those wor- 


regard, the 


years 
valuable 
that 
only method by 


most 
h he has available is 

nee. It is the 
he can purchase an immediate, ready- 
upon the plan, to 
both retirement funds if he lives to 


his expectancy and to create security for his 


] 


mace 


estat¢ installment 


provide 


family in the event of his premature death. 
vhen his 
This, generally, is when 


His protection needs are greatest 
children are small 
he is starting into practice and before he 
time to acquire an estate from sav 
pre vide a 


to support these cl 


stments To 


ildre n 


provide for educational 


and 
funds discharge 
mortgas nd ther g he has 


only nethod ance against 


} sources, 

inflationary days when 
insurance 

f the peculiar phenom 

ht into being by 


Unless these 


, broug 
needs 
would be 
increasing < 
In addition to the 

insurance 

has certal 
values in ft QTram or any 
man which should not be ignored 
a few: It creates a form of compulsory sav 

ram, without whicl 
ine De | I 


many men ar 
saving at all; it p a floor 
constantly in- 


under investment, by 


creasing sh values, which (except in the 
actual 


investment; 


case of term insurance) prevent any 


} ] 


upon a yasis of dollar 
| 


through use of settlement options, it gives 


fixed inco 


to assure funds for rent, grocery 


an opportunity tor guaranteed 


? } ? 


1 
and other constant 


V 


it affords protectio1 against 


relieves nsut ls, widows 
from it ent burdens as to 
and against unwis¢ 
create reserve, throug 
cumulation « ash values, agains 
emerge makes 

oO! i pur n times 
$10n: orp ‘ umulates 
throu 

than it 

investmen ( added 


of his income taxes; it permits the clien 


*On this point, see 
tole of the Family 
Association Journal, December, 
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Estate Analysis: The 


1950, at p. 982 


August, 


Attorney,’’ American Bar 


1953 @ 


Life insurance, as an estate planning 
tool, should never be misshaped 
or distorted to squeeze it into a 
situation where it has no place. 


income tax, Dy f ttlement 


lower - * and by use 


rreements, to 


of mixed principal options, 
beneficiaries ¢ ir { n income tax con 
sequences 


interest 


1S Importan 


Surance as 


17 
S equa 


rec 
himself 


iysician, who 1 


i 
work, would well 


remove a herniated nucleus pul 


the field.‘ 


in diagnostic 


pertorm brain s 


hz anv greate 


ts security 


magnitude 
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Every clent should start planning his 
future, his security and his estate as early 
the 


the possibilities that errors will 


The longer he delays, 


lrastic changes subsequently will 


be required in his plans. It is 


build ur t 


Dull u < | KV eState or tax 
if the 


cur and « 
unwise to 
purposes 
same security cat > attained in other 
ways. Nor should the client jeopardize his 
wn security or that of his family by hasty 
and unwis¢ effort to 
Other 


in that particular 


investments in an 


attain security at an early age men, 


more experienc¢ 


| 
the same 


techniques un- 
cum 


WT 
Out 


pres¢ nt 
can be attained 


ater certainty. 


to security 


oblems, any m¢ 


at deal 
rk upon the part 
uinsel and a great 
clear thinking 
be assisted by 
but they 
and whole 


client real 


can 


and of 


ciently 


luties 


( 
I uff 


¢ SI 


recent 


ecessity 


oration 


decedent 


Illinois 


h the 

orgia, 
District of Columbia and 
of nonresident 


Estate Planning 


Even if one solves these problems in the 
most feasible manner, he has not by that 
means alone discharged his entire obligation 
to those who are dependent upon him. Too 
many financially 
feel that they have made the entire contribu- 
tion required of 
they 


men who are successful 


their loved 
established 


That is a mistaken idea. 


them toward 


ones when have freedom 
from financial care. 
Wives and children need more than money 
—things, in fact, which are far more precious 
than money. They need the realization of 
constant affection, loyalty, interest in their 
plans—all of the things which go into the 


making of a successful home. Almost as 


many delinquents come from homes of the 


poor 


childre Nn 


ealthy as trom the very where hus- 


bands, wives and close to- 


The 


with his 


are 
gether father who plays ball in the 
him 


more than 


evenings son, or who takes 


fishing with him, gives him tar 


another father who buys his son a new 


convertible upon graduation from high school. 
Che first child has known companionship; 
has known only 


the second one money 


analyzing the affairs of 
not be 


analyze 


Therefore, in your 


clients, it would amiss for you to 


themselves as hus- 
that they may see 
succeeded or failed 


[The End] 
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whether or not 
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they have 
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Illinois inheritance 
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will mn 
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oot required as to the non 
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Cal h 


transfer agent sees fit 





A Fixed Plan Is Not Desirable 
Since Changing Circumstances 
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gs. 105, Sec. 81.27 

i transferred funds to 
n, however, for the purpose 
insurance on his life, the 
taxed as part of his 
payments are not 
to the precise funds 


197 
Lat) 


estate 
premium 
trans 
° 8 
l For the so-called 
in the case of the valuation of 
stocks, cf Estate of Mary Ii 
nmisstoner, 39-1 ust © 9300, 101 
565 (CCA-6), cert. den. 306 U. S. 664; 
Maytag, 42-1 ustc 7 10,129, 125 F 
A-8), cert. den. 316 U. S. 689 (1942) 
Estate of William W. Stewart, 

1 EF, (2d) 17 (CCA-3) 
(k); Regs. 105, Sec. 81.10 
! ick Stock Valuation 
Planning,’’ Proceedings of the Neu 
iversityu Ninth Annual Institute on Fed 

tion (1951), p 153, at p 1 

81.10 (d); 


Valuation,’ in 


Handbook, p. 369, a 


qT 
ZS 105 Sec Powell 
Lasser’s Hstate 
p. 402 

Strickler Estate Planning and the 
oprietor 36 Vinnesota Lau Revieu 
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in fixing the value of stock in closely held 
corporations” or the value of an interest 
in a sole proprietorship or in a partnership.” 
Any person entering into a_ partnership 
should consider the possible problems which 
may arise either in the event of his death 
The forced liquida 
will usually result in 
losses. In the case of a 
proprietorship, it may be 
thorize the 
tinue the certain 
period of time.” Frequently, the right to 
take over the 


or the purposes, 
t} 


the simplest solution is to have a partner 
ship or a 


or that of his partner. 
tion of a business 


substantial sole 


advisable to au 
testamentary 
business at 


executor to con 
least for a 


business is given to the widow 
children For estate tax 
stockholders’ agreement which 
provides that the surviving partners or stock 
holders shall have the 
interest of the 
fixed or as 


right to acquire the 
deceased at a price to be 
defined in the agreement.” If 
the terms of the agreement are fair, the 
stipulated price normally will be recognized 
lor estate tax valuation purposes.” Lhe 
required in order to purchase the 


interest of raised through 


funds 


the deceased can be 


mutual life insurance 


1.1 11 
ner or stockhold can 


coverage Keach part 
take out 


upon the life of the other.” If 


a 


insurance 
a closely 
held irporation is given the right to put 
stockholder, 


on the life 


chase the f a deceased 
it can take 


stockholder.” 


In view 


insurance of such 


steeply rising income tax 


high 
ives may preter to accept 
} 1 
annual salaries and to contract for 


additional 


in the upper income brackets, 


execu 


payments to be made to them 


i See 


generally, Fuller, ‘‘Partnership Agree- 
ments for Continuation of an Enterprise After 
Death,’’ 50 Yale Law Journal 202 (1940) 

' As to stockholders’ agreements and options, 
cf. Estate of A. R. Wilson v. Bowers, 57 F 
(2d) 682 (CCA-2, 1932); Estate of C. B. Lomb 
’ Sugden, 36-1 wus 79158, 82 F. (2d) 166 
(CCA-2), rev’'g 35-2 ust f 9537, 11 F 
172; Estate of Albert BE. May wv 

I " 10,839, 194 F. (2d) 396 
partnership agreements, cf 

re § 9346, 295 I S. 247 
Maddox, CCH Dec 18,118, 16 TC 324 (1951); 
but see Estate of George M. Trammell, CCH 
Dec 19,067, 18 TC 662 (1952) 1953-1 
LW 2 BS) 

1s See, generally 
surance and Other Topics”’ 
Disposition of Business 
and Estates 398, at p. 495 

*COF Forster Legal Tax and Practical 
Problems Under Partnership Purchase and Sale 
Agreements Coupled with Life Insurance,’’ 19 
Southern Law Review 1 (1945) 

‘7 See Mannheimer, ‘‘Insurance to Fund Stock 
Retirement and Buy and Sell Agreements.”’ 
TAxES—The Tax Magazine, May, 1951, p. 393 


Supp 
McGowan, 52-1 
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Interests,’’ 87 Trusts 
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This article was originally given 
as a lecture at the French University, 
New York. 


upon their retirement and t« 


children upon their deat] 


“charitable de 


»-called 


into any program invo 

income For 

amounts up to 
income 


those 


$3,000.°% 
payers, 
part 


‘> Code Sec 
If total contributions 
in iny one year 
taxpayers net 
tion does not 


Regs 


plus 


3 (oO) 111, Sec 
income 


exceed 90 per 


cent 
income, the 20 per cent 
ipply (Code Sec 
'Code Sec. 812 (d) 


limit 
120) 
Regs 105, Sec. 81.44 
In the case of estates of United States citizens 
or residents, the deduction is not limited to 
transfers to domestic corporations or organiza 
tions or for use within the United States (Res 
105, Sec. 81 while in the case of non 
resident alien decedents it is so limited (Code 
Sec. 861 (a) (3): Regs. 105, Sec. 81.54) 

* The fair market value at the time the 
gift is determinative (Regs 111, Sec r 
O)-1) 


‘See Casey 


14 (a)) 
t i 


How to Use Charitable Founda 
tions and Trusts,’’ in Lasser’s Handbook of Taz 
Techniques (1951), p. 1011; Polisher How to 
Handle Charitable Contributions,’’ in Lasser’s 
Handbook of Tax Techniques (1951), p. 993 
Code Sec. 1000 (a); Regs. 108, Sec. 86.1 
‘Code Sec. 1000 (b) Regs. 108, Secs. 86.4 
86.18 (defining situs) Gifts by nonresident 
aliens, not engaged in business in the United 
States, of United States obligations issued prior 
to March 1, 1941, are tax exempt, while gifts 
of United States obligations issued thereafter 
ire taxable (Code Sec. 1000 (b) as amended 
by Sec. 604 (b) of the Revenue Act of 1951) 
™ Code Sec. 1003 (b); Regs. 108, Sec. 86.10 
Code Sec. 1003 (b) (3); Regs. 108, Sec. 86.11 
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ration leaves his non 
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S1onTn of 
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$60,000, More 


rently distributable 


ind entitled to the exclusion 


income 


rests becoming possessory 


ire future interests of. @ 

stc { 10,027, 31: S. 399; Ryer 

41-1 ustc § 10,02 312 U. S. 405 

trust for the b 
however, the income and Jf 

be applied to his education and support 
extent necessary, and the balance to be 
cumulated and paid over upon majority 
entire transfer in trust may be a 
present interest (c/ Kieckhefer 


is transferred in 
minor 


ba 
(CA-7), rev’g 
Sharp v 
F, (2d) 163 (CA-9); 
* 10,822, 98 F (DC N but 
see Stifel v. Commissioner, 52-1 I 10,855 
197 F (2d) 107 (CA-2)) For an excellent 
discussion of the problem, see Diamond Tops 
and Dolls—or Gifts to Minors rAxES—The 
Tax Magazine, December, 1952. p. 987 
Code Sec. 1004 (a) (1) Nonresident aliens 
are not entitled to this exemption: Regs. 108, 
Sec 86.12 Varie-Anne de Goldschmidt 
Rothschild, CCH Dec. 16,010, 9 TC 325, aff'd 
18-1 ustc { 10,625, 168 F. (2d) 975 (CCA-2) 
* Code Sec. 1000 (f) This privilege is avail 
able only if both are United States 
citizens or residents (Regs. 108, Sec. 86.3 (a)) 


l 

CCH Dec. 17,794 1 
Commissioner, 46-1 ust , 53 
9 


Robertson, 51 


sioner, 51-1 UST § 10,812 189 . l 
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In establishing a trust during his 

life, the settlor can to a 

large extent determine the law which 
shall apply to the trust. 


1 
nad 


$96.000 1 half is tax free 
he remai1 $33,000 is not tax 


$3.000 is exclu 1 and 


$30,000 
exemption, pro 

has not previously used 

same result obtains if a spouse 
ft to a third party and the 
ins therein 


1S deem«¢ d t¢ 


other 
event, eacl 
$33,000, even though th lonated prope! 


Due 


specin¢ 


amri¢ soiely Irom oO! 


them 
ual exclusion and the 
o which ez is entitled, 


$66,000 is Since 


several irt 


of his family, 


be claimed only by 
resident donors (Code 
may be taken, 
the donee spouse 


Sec. 86.16 (a)) 


itizens or 
(3)) It however! 


nonresident 


lor retained certain rights in the 
however, it may form part of 
f. Code Sec. 811 
is currently distributable 
the beneficiaries taxable 
162) On the other hand 
controlled or family 
ixable to the settlor 0 
410-1 t 


Sec 9999 (a) 


a 1 the 
income may in the dis 
be distributed to the 
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would have 
retained the income. If 
settlor of a trust believes that he 
need the trust 
own use, he should set 
trust. While he 
voke, the 


of his 


which the donor 


had to pay had he 


than the tax 


some 
property for his 
up only a revocable 
retains the 
property 
estate tax 


may 


power to re- 
part 
and 


trust remains a 


estate tor purposes ™ 
trust income remains, taxable 
is paid to other 
Even a revocable trust, how- 
offers a variety of advantages 
tax may be upon the 


wife, children and 


as a rule, 
to him although it, in fact, 
beneficiaries.° 


ever, 


Estate 
death of the 


the other 


saved 
settlor’s bene 
administration ex- 


Probate or 
will be reduced 


ficiaries 
penses since the 
form part of the 
Furthermore, th« 


protection 


trust 
estate 
trust device may 
against the 


capital does not 
proper 
ifford 


claims of fu- 

When a man dies, the 
that the 
personal property is 
of his last domicile.™ 
unwanted results In 


luring his life, the 


ture creditors. 


nor- 
distribution of his 
governed by the law 
Chis might lead to 
establishing a trust 
settlor can to a large 
extent determine the law which shall apply 
to the trust The able during 
his lifetime, either trustee or in con- 


mal rule is 


settlor 1s 
as sole 
junction with other trustees, to set up the 
trust management and 
that it 

1s death If 
beneficiary 


administration in 
a manner will continue smoothly 
property 1S 


outright, it 


given to a 

eventually may end 

up in the hand j cond hus! a - 

up in the hands of a second husband, a son 
| some other 


In-iaw, Of 
to the donor. Ina 


undesirable 
trust instrument, pro 
that, upon the death 
beneficiaries, the property shall 
other described benefici 
Obviously, great harm can be 
if sizeable funds are put at the free disposal 
of young or The 


trust is the cient means 


+ 


to furnish 


person 


vision can be made 
of certain 
o to 


named or 
aries caused 
inexperienced 
most flexible 
protec tion 


pe rsons 
and efi 


against dissipation or 


waste under these circumstances If the 


>The power may have been retained by the 
settlor either alone or in conjunction with 
iny other person (Code Sec, 811 (d); Regs 
105, Sec. 81.20) 

It may be taxable to him under Code Sec 
166, if the power to revoke is 
retained power to revest 
or it may be taxed to 
from a_ée short-term 
111, Sec. 29.22 (a)-21 

‘Cf. Beale, A 


Laws 


considered a 
title to the corpus; 
him as income derived 
Clifford trust; cf. Regs 
Treatise on the 
(1935) Vol Ll, See. 9.3 
Decedent Estate Law, Sec. 47 

-Cf. Shannon v 
NN. ¥. © @ N. E 


Conflict of 
New York 
Irving Trust Company, 275 
I (2d) 7 (1937); Cavers 
Trusts Inter Vivos and the Conflict of Laws,’’ 
44 Harvard Law Review 161 (1930): Swaben- 
ind, ‘‘Conflict of Laws in Administration of 
Trusts of Personal Property,’ 45 
ale Law Journal 438 (1935) 


le 
Express 
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beneficial 


} 


distributed among Is, unifi Complicated wills are 


a breeding ground for disputes among 
the heirs and difficulties with the 
tax authorities. 


istees m 


sometimes 


wit! 
Will 


ment 
mak« 


ee 
ion should alw 


the economic 


angements 


uuld be given fairly 
management 


etain or Inve 


mempe 


‘or exampl ww ¥ k Personal Property \ 344 (1876): Han 


Sec. 21 101 5 *. 496 (1926) 
See Joseph Discretionary rrusts { oF i example 

Trusts and Estates 360 100 and 90 Trusts i f y vernment 
and Estates 476, at p $; Mannheimer and 5 S. (2d) 1 
Friedman, ‘‘Income Tax Aspects of Various “ some < 
Will and Trust Arrangements TAXES—T he iolding lat the 
Tax Magazine, May, 1952, p. 362 pp. 365-268 der wartime 
McLucas Income Tax Planning in the Tran ( I , right 
mission of Wealth TAXES The Taa lagazine 


December, 1952, p. 97 


t 


16 F (2d) 865 » at 1926) 
*See Bogert The Law of Trusts and Trus finental National Banl SS F 

tees, Sec. 226: Restatement, Trusts (1936), Se« Neb 1949) Kahn wv. Garvan 

187. Comment: In re Canfield’s Estate, 80 ( co % 1920): Knu 

App. (2d) 443 it p. 446, 181 Pac (2 732 747 (Super ee Cal 1947 


p. 736 (1947); Matter of Ledyard, 21 N. Y 5 « v. Reinecke, 76 N. Y 


(2d) 860 (Surr. Ct Nassau County, 1939), ” 1947) 
259 App. Div. 892, 20 N. Y. S 2d) 1006 "Cf. New York Domestic Relations L 
Dept., 1940) 
»Cf. Linn 1 Downing, 216 Ill 4, 74 “Cf. New York Decedent Estate aw S¢ 
(1905) Wooley 1 Preston 82 Ky 7 if the will of 1 nonresident deceder 
(1884) Calloway 1 Smith, 300 Ky 55 } ‘xpressly provides that New York 
Ss. W 2d) 642 (1945) Hall 1 Williams, 12( ) that law will govern) 


iw sh 
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The domicile of a person is an 
important factor in estate planning. 


lhe federal estate tax covers not only the 


1 } 1 


property owned by the deceased at the time 


last domi 
property of 


wherever 


but, also, certain property 


deceased transferred during his 
Included i the taxable estate, 
which was donated 


od immediately 


is shown that 


emplation of 
| ] 51 
i i 


but for reaso associated with life. 


Che wish to minimize income taxes, to avoid 
possibk judgment liabilities, to pr wide a 
wife with inde pend nt income, and to teac h 
one’s i] n how to handle money have 
associated with 

it adequate 

estate tax 

fect only at 

donor reserved 


amend the trans 


law includes in the 


uk 
transterred prior 
consideration 1 


to the pos 


Domicile and “In some states, the taxing authorities are 
American Tax authorized to enter into compromise agree 


Waga 


ints a proport 


States estate 


me, Novem ments with other states also claiming domicile 
c] New York Tax Law, Sec. 249-0; Revised 

Statutes of New Jersey, Sec. 54.38A-1. Statutes 
the Revenue in other states authorize the taxing authorities 
ionate credit to submit the issue of domicile to arbitration; 


tax payable f. Connecticut General Statutes Revised, Secs 
, 


United States citizens or 2048 and following; Delaware Revised Code 
axes paid to foreign coun Secs 143.2 and _ following Maine Revised 


alien decedent 


s residing in Statutes, Ch. 142, Sec, 41A-S; Maryland Anno 


however, this credit is avail- tated Code, Art. 81, Secs. 140A-140M; Massa 
cedent’s country of nation- chusetts General Laws, Ch. 65 B, Sees. 2 and 
to the estates of following: New Hampshire Revised Laws, Ch 


now 
States nd t 


f 
oO 


in effect be Rhode Island General Laws, Ch. 43 


he following Vermont Chs 51 Virginia Code 


June 6, 1944 Secs. 58-2.7.1 and following 


in such country S9A Pennsylvania, Act No. 528, Secs 17 


November 21 In a number of cases the tax authorities of 


1) 
mendec 
witt 


ind 


1945), Frar one state have voluntarily submitted the 
protocol domicile issue to the courts of another state 
52 Ire } for example Vatter of Trowbridge, 266 N. Y 

13, 194 283 (1935) (New York and Connecticut); 
yn of South Vatter of Lydig, 191 App. Div. 117 (st Dept 

i by protoco 1920) (New York and Massachusetts); Matter of 

1 Greece wv Stone, 135 Mise. 736 (Surr. Ct N Counts 


was ratified 1929) 


on September 17 It should be noted that property transferred 


fication by Greece during the lifetime by a nonresident alien 


rrance 


In 


(1939 


ley, 


Flor 


s Estate, 309 1 dent, which forms part of his gross estate 
re Dorrance \ reason of the tatutor, provisions dealing 
1934 Texas \ taxable transfers, will be subject to estate 
) ey . if the property was situated in the United 
302 U. S. 392 tates either at the time of the transfer or at 
time of death (Code Sec. 862 (b); Regs 

ida ited a 10: Sec. 81.50) This may resuit in unex 

pected consequences 

Code Sec. 811 (1): Regs. 105, Sec. 81.16 

Code Sec l ( Regs. 105, Sec, 81.17 

Re | 


Code Sec egs. 105, Sec. 81 
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Real estate located in foreign 
countries is never 


subject to American estate taxation. 


enjoy 
SOIn¢ cases, 
decedent but 


rT T) 
( i] 


It has 


to estate 


payable to 
yf a person’s 
ta proble IT 


advisable Or husband 


assets as joint tenants 
irety with right 
ta 41 


passes t 


administration 


located in 
subject to 


tion.” lortgages 


roreig 
American 
otl e! 


| 
real property 


estate 


and indebted 


with 


respect to such cannot be 


‘Code Sec 
Sec. 81.18 


'Code Sec ; 4 (1) (B) 
Sec. 81.19 


(B) (i); Regs. 10 


(ii); Regs. 105 


“Such is the case, for example, if the power 
of appointment is exercisable in favor of the 
decedent, his estate, or the creditors of the 
decedent or of his estate (Code Sec. 811 (f)) 
Code Sec. 811 (e): Regs. 105, Sec. 81.22 
*Code Sec. 811: Regs. 105, Sec. 81.13 The 
law of the place of situs is applied in determin 
ing whether certain interests 
or long-term 
property for 
Fair 1 Commissioner, 37 I 
(2d) 218 (CCA-3) Estate of T. r de 
Perigny, CCH Dec. 16,100, 9 TC 7 (1948) 
but see United States-France 
vention Art 3 (a) 
held in the name of a 
tion, however, will 
tion Estate 
15.898. 9 TC 


such as mortgages 
qualify a foreign real 
purposes of the 


27 9 


leases 


Estate Tax Con 
Foreign real property 
wholly owned corpora 
not qualify for the exemp 
B. Hard, CCH Dee 
CT Code 
Sec, 81.38 
“Code Sec. 861 
see Joseph U. § Taxation on Estates 
of Non-Resident Aliens £9 Trusts and Estates 
516 (1950); Schneider Aliens and the Estates 
ind Gift Tax Law TAXES—The Tax Magazine 


August, 
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conceivably 


te 
duction although 


edent 


have been used f 


foreign real property 


taxabk 


1? the [ nit | »tates. 


resident aliens are 


n 
American 


sued corporations 


1 


deemed to have their situs in 


Ame rican bonds, howe ver, are 


11 
certincates are actually 


taxable estate 


administ 


io difference 
ursuant to a disposition made 
it during in his 


1 
radance laws 


Code Se 
Stock in foreign corporations ha 1 situs in 
the United States if physically located therein 
(Burnet v 7 a 


(1933) ) 


Brooks, 3 ustc { 1074, 288 U. S. 378 


“ ‘ 


Code Sec. 862 (a) 
Ex’r, 35 BTA 568 (1937) 
have been changed to 
tax treatie 
Code Sex 


Herman A Holsten 
The foregoing 1 
some extent bv es 
863 (a) 
*§ Code Sec. 863 (c) 
Code Sec. 863 (b) 
Gade, CCH 
(custody 


cf. Estate o/} Hermann 
Dec 16,326 10 TC 589 (1948) 
Estate of Anna |! De 
Fissengarthen, CCH Der 16,479 1O Tt 1277 
1948); Estate of Blizabeth H. Davey, CCH Dec 
16.305, 10 TC 515 (1948): Estate of Karl Weiss 
CCH Dec. 14,892, 6 TC 227 (1946) (funds held 
by nominees) 

Code Sec. 861 (c) 

The marital 
the estates of 
the fact 


account) 


deduction is not ivailable to 
nonresiaent 
that the 
is a nonresident alien 


illowance 


alien decedent bu 


spouse of a resident deceden 


does not pre 

(Regs : Sec 81.47 (a)) | 

estate tax treaty 

marital deduction may be available even to the 

certain nonresident 

( United States-France 
Code Sec. 812 ( 4 105, Sex 
It ir 


property g 105, Sec 


lude 


at least one however 


} 


estates of ilien decedents 


i 
7 
insurance and 


81.47 (b)) 
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so-called marital deduction, it is not neces- A word of caution should be added, how 
sary that the property be given outright to ever. In an endeavor to make the fullest 
ivi spouse. A transfer in trust use of the marital deduction, a distorted, 
requirements if the surviving dispositive scheme may emerge. A person 

| the trust intent only upon tax saving may neglect his 

children or other objects of his bounty 
and give far more to the spouse than he 
otherwise would have given Even from 
1] 


will Th an over-all tax point of view, it is not al 


receive the ways advisable to make maximum use oft 
spouse fi the marital deduction. The property left 


appointment to the surviving spouse may increase his 
deduction, tl | 


reased bv be 


income tax lability to an undesirable 


fic or similar ; 
“Ut mot I should not lose rh 
remainder is reduced by = ae 5 id not lose sight 
t $60,000 1 rdet O i rat at the property left to 


eventually may be 


edents found in h or her taxable estate If the 


nlv $2.000.' Iirviving OU independently owns sub- 


antial additional assets, the additional 


rt . 1 fy +} lec . 
property received trom the deceased spouse 


can result in’ an increase in the estate tax 
liability of tl urvivor which would swal 
Ww up realized upon the death 
died first Where both 
substantial assets, the entire 
liability of both will have to be 
stimated before making any de 
use of the marital deduc 

s desired to leave the entire 
surviving spouse, that part 

n covered by the marital deduc 
pOU,UUU, plus be given outright the 
event that * survivor dies shortly after 


+} 


he first decedent, all such assets would be 


I 


subject to a second estate tax If, instead, 
, 
those assets are put into a testamentary 


trust, provision can be made that the sur- 
viving spouse receives such part of the trust 
capital as the trustees from time to time 
Chat part of the capital 

the trust until the death 

urviving spouse will not then be 


subject to a further estate tax. [The End] 


“Biographies of ordinary men and women seldom appear except on churchyard 
tombstones, overshadowed by solemn hemlocks, murmuring pines, and weeping 
willow trees. The legends on these melancholy monuments— 

As brief appendix wear 

As Tom o'Shanter’s luckless mare. 

They are commonly called epitaphs . . . ..'—-Senator Neely. 


4 (a); United States-Switzerland treaty, Art 
III 
Code Sec. 812 ( - Reg 105, Sec. 81.54 ‘Code Sec 861 (a); Regs 105, 
Code Sec. 935 (c) 81.52-81.54 
‘Code Sec 861 (a) (4) Some treaties, * The deduction for property’ previously 
however, provide for larger exemptions, for taxed is not allowable in the case of property 
example United States-France treaty, Art received from a predeceased spouse (Code Sec 
812 (c)) 


Secs 
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The Practical Approach of the Courts 
Has Resulted in Limitations 


Being Placed on Trusts as Tax-Saving Devices 


Trusts and Federal 


INCOME TAX 


Retained Powers over Corpus 
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9166-2 of Regulations 111] 
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section 
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tion 811 (c) (3) of the Code Section 
81.17 (b) of Regtilations 105. Under these 
provisions, a transfer made after October 7, 
1949, will be included in a decedent’s estate 
under either of two contingencies: first, if 
a donee must survive the grantor to obtain 
possession or enjoyment of the trust corpus; 
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when they have provided an ultimate re- 
mainderman such as the state or a charity, in 
which case the doctrine of cy pres will apply. 


Powers of appointment reserved by the 


grantor have not been treated here as a 
separate subject as it is quite clear that 
any reservation by a grantor of a power 
over corpus or over income is covered by 
the specific subjects treated. It shoud be 





"08 Code Sec. 811(c)(2). 
104 49-1 7 10,703, 335 U. S. 
105 40-1 § 9208, 309 U. S. 106. 


UST( 701. 


UST( 
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mentioned, however, that the donee of such 


16 Regs. 105, Sec. 81.17. 
7 Regulations cited at preceding footnote. 
1% Regulations cited at footnote 106. 
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a general power will be taxed at death 
on the corpus of the trust whether the 
power is exercised or not. Such treatment 
can be prevented only by a renunciation of 
the power when it first comes the at- 
tention of the donee. 


GIFT TAX 
Annual Exclusion 


One of the more frequent problems in- 
volving trusts under the gift tax is that 
of the annual exclusion of $3,000, granted 
to a donor for each donee, provided that the 
gift be not of a future interest in property 
which is the subject of the gift.” 


There has been constant litigation under 
this rule in an effort to determine whether, 
in a particular situation, the transfers in- 
volved are, or are not, gifts of future inter- 
ests. It is clear that, for the purposes of 
this tax, the term “future interest” is not to 
be defined wholly in terms of local law but 
is to be determined from some mythical 
“national standard. Further, the term 
“future interest” refers to “any interest or 


110 


estate whether vested or contingent, limited 
to commence in possession or enjoyment at 
a future date.” The burden of proof that 
the interest is a present one, thus qualifying 
for the exclusion, is on the taxpayer.” 
The controlling factor is the nature of the 
estate granted to the beneficiaries; complete 
surrender of all rights by the donor is not 
enough to guarantee the allowance of the 
exclusion. The reason, as given by Con- 
gress, for the disallowance of the exclusion 
where future interests are involved is the 
difficulty in determining the number of 
exclusions allowable.“* “Future interests” 
for the purposes of the gift tax does not 
mean the same thing as when that term 
is applied to interests in real estate.” The 
gift tax definition is covered by the meaning 
ot “postponement of right to possession or 
enjoyment of economic benefit for any 
length of time.” Therefore, if a beneficiary 
is “postponed” within this meaning, he has 
a future interest which will deny the annual 
exclusion to the donor.’ 


m Code Sec. 1003(b): Regs. 108, Sec. 86.11. 

1m U, 8. v. Pelzer, 41-1 ustc § 10,027, 312 U. S. 
399. 

™ H, Rep. No. 708, 72d Cong., 1st Sess., p 
29. S. Rep. No. 665, 72d Cong., ist Sess., p. 41. 

12 John M. Smyth, CCH Dec. 13,173(M), 2 
TCM 4 

"3 Jesse S. Phillips, CCH Dec. 16,805, 12 TC 
216 

14 See reports cited at footnote 111 

45 Commissioner V. Wells, 42-2 ustc % 10,223, 
132 F. (2d) 405 (CCA-6) 


It is possible for a gift to constitute both 
a future and a present interest if the income 
is currently distributable to the benefici- 
aries;*" the income accruing annually being 
the present gift. The presence of a spend- 
thrift clause is not fatal,“* but inability to 
prove the present value of the right to the 
income will prevent allowance of the ex- 
clusion based thereon.”* The placing of 
discretion as to income payments in a 
trustee can result in the right to the income 
also being a future interest.” Gifts of 
remainder interests in trust, or otherwise, 
are future interests, as are all other situa- 
tions where there is a postponement of 
enjoyment.™ 


Therefore, it seems clear that, for a gift 
in trust to qualify for the annual exclusion 
of $3,000 per donee ($6,000 under the 1948 
act, if that act is applicable), the right to 
the income clearly must be vested in the bene- 
ficiary by a provision for periodic payments 


Powers of Appointment 


The statutes governing gifts, effected by 
the exercise, release or failure to exercise 
powers of appointment, have seen consider- 
able change during the past ten years 
Details will not be given here; only a 
limited comment will be made. 


First, the date of creation of the power 
must be determined, and, then, the question 
answered as to whether the power is a 
general or special one, The definition of 
a general power here is the same as that 
applied to this question under the estate 
tax law. Under Section 1000 (c) of the 
Code, the exercise of a general power! 
created before October 22, 1942, is subject 
to tax. The release of, or failure to exet 
cise, such a power is not regarded as the 
exercise of it and consequently will generate 
no tax. In addition, it is possible to cut 
down the power by partial release so that 
a later exercise will be tax-free 


Incomplete Transfers 


Transfers where the donor has reserved 
the power to revest enjoyment in himself, 


16 Jesse 8S. Phillips, cited at footnote 113 
1? Commissioner v Brandegee, 41-2 
10,105, 123 F. (2d) 58 (CCA-1) 
8 Charles v. Hassett, 42-1 ustc 110,139, 43 
F. Supp. 432 (DC Mass.). 
1% John M. Smyth, cited at footnote 112 
2° Commissioner v. Taylor, 41-2 ustc % 10,089, 
122 F. (2d) 714 (CCA-3) 
21 Ff. H. Polk, CCH Dec. 15,157(M), 5 TCM 
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to change the beneficiaries, or to vary the 
interests of the beneficiaries, are incomplete 
and, therefore, not subject to the 
( These have been previously 
treated in this article.) However, a gift is 
not to be regarded as incomplete merely 
because the donor can vary the manner ot 
time of the enjoyment by the beneficiary. 
(There are various relief provisions incor- 
porated in the Code which will not be 
covered here. These were necessitated by the 
various changes in the governing statutes.) 


tax. 
situations 


Where gifts are 


made and a possibility 
of reverter is 


retained, the gift is com 
plete except to the extent of the value of 
the possibility,” if it is capable of valua- 
tion.” If there is a power of 
retained but the consent of 
substantial adverse 


revocation 
one having a 
interest is required, 
The test of the 
completeness of a gift is whether the donot 
has parted with power of control over the 
subject of the gift. 
tor creates a trust 


there is a completed gift.” 


Therefore, if the gran 
and reserves to himself 
the power to alter, amend or revoke, there 
is an incomplete gift. Yet if 
powers are bestowed 


a truste¢ 


these same 
another,” even 


with no adverse interest, or if the 


upon 


grantor retains the power to veto changes, 
a completed gift is made.” A gift, incom 
plete due to retention of a power by the 
grantor, will be completed by his relinquish 
ment of the power, with gift tax being incurred 
as of the date of such relinquishment.™ 


Although the gift tax and the estate tax 
are stated to be m part materia, there are 
which a gift in trust 


subjected to the gift tax as a com 


many situations under 
will be 
pleted transfer and, also, will be a part of 
the gross estate due to 
interest in the 


remaining 
This, in effect, 
calls for prepayment by a grantor of a part 
of his estate ,tax, a prepayment possibly 

advance of a sum on which he can 
receive no earnings, 
benefit 


some 
grantor. 


years in 
although there is an 
through the credit for the 
gift tax paid, with no tax on the sum so 
used to pay it 


indirect 


This effects the deduction of a 
part of the gift tax for its own computation. 
should not be 
though a gift 
corpus may be 


thereon, the 


In addition, it 
that, even 


overlooked 
to beneficiaries of 
with no tax due 

annually to a 


incomplete 


paid 


income 
Regs. 108, Sec 
Sanford wv 
U. S. 39 
3 Smith v 
318 U. S. 176 
' Robinette wv 
318 U. S. 184 


86.3: Estate of Charles H 
Commissioner, 39-2 ustc { 9745, 308 
Shaughnessy, 43-1 wustc § 10,013, 


Helvering, 43-1 wustc © 10,014, 


Trusts and Federal Taxation 


Mr. Paul was formerly employed by the 
Director of Internal Revenue 

on the audit of federal income, 

estate and gift tax returns. 


beneficiary may constitute a completed gift 
and may necessitate the filing annually of 
a return therefor. 


This review of the application of the gift 
tax to transfers in trust is intended only 
to show the correlation between the latter 
tax and the income or the estate tax, as- 
serted against the grantor due to the reten- 
tion of some power or possibility of reverter. 
Generally, but by no means universally, 
the imposition of the income or the estate 
tax means that the transfer, in effect, is 
incomplete for tax purposes and conse- 
quently no gift tax will be due. There are, 
however, many situations where the corpus 
of a trust will be included in an estate where 
a gift tax was asserted under statute; how- 
ever, there will be 
the gift tax, 


an offsetting credit for 
as previously noted. 


CONCLUSION 


From this review of the consequences 


following retention of various powers and 
possibilities by a grantor under trusts cre- 
ated by him, it is clear that, in general, the 
provisions of the income, estate and gift 


tax laws have 
lines. The 


attack has 


developed 
basis for the 
been the retention of, or the 
presence of, a power, or possibility, in the 
grantor which can be called an incident of 
ownership or a possibility of reverter. This 
power may be that of determining the 
persons and terms of enjoyment, the eco- 
nomic power of business control, the direct 
or indirect retention of economic benefits 
from the income of the trust, or control of 
its corpus. 


along parallel 


Commissioner’s 


In short, any economic or legal 
benefit, present or future, retained by, or 
present in, the grantor will excite the Com- 
missioner’s 


desire to “fence in” the use of 


trusts to the greatest degree possible. 


While 


highest 


trusts are still highly useful, the 
care must be exercised 


in their creation and operation. [The End] 


degree of 


1% Commissioner v 
9. 

126 Hernstadt v. Hoey, 42-2 ust 
F. Supp. 874 (DC N. Y.). 

17 Orrin G. Wood, CCH Dee 
905. 

28 Burnet v 
U.S. 280 (1933) 


Prouty, cited at footnote 
{ 10,227, 47 
10,867, 40 BTA 


Guggenheim, 3 ustc % 1043, 288 
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Application of the ‘‘Intent’’ Criterion 


Has Resulted in Confusion— 


A Statutory Solution Is Necessary 


Payments to Employees: 
Gifts or Compensation for 


oe GIFT EXCLUSION of the In 
ternal Revenue Code has proved to be 
a constant irritant both to taxpayers and the 
government This particularly 
true where an employer has made an addi 
tional payment to an 


has been 


executive or other 
Frustrating to the taxpayer is 
the tax plan that misfires because the par- 
ticular tribunal is not satisfied that the payor 
possessed the state of mind requisite tor a 
eilt For example, in Painter v. Campbell,’ 
the employer abandoned a 20-year old bonus 
plan, and substituted 


employee 


a “gift” plan. Upon 
the advice of counsel, it secured sanction ot 
the shareholders, 
directly 


charged the payments 
surplus, and, in a letter ot 
transmission, labeled the payments 
Because the 


nto 
“gifts.” 


payments were responsive to 
the services of the recipients and measured 
by a schedule, the court held they 


were additional compensation 


salary 


Equally irritating to the government ar 
those where the formal 
indicative of compensation, yet, because ...« 


cases criteria 

court feels the presence of charitable motives 
on the part of the payor, the payment ts 
held to be a gift Such a case is Dewling 
v. U. S? In this taxpayer, for 
merly employed on the construction of the 
Pancma Canal, was awarded a life annuity 
by an act of Congress in 1944. 
stated that the 
nition of 


case, the 


The statute 
award was made “in recog 
distinguished and that 


“hased on the 


services, 


the payments were to be 


salary, pay, or compensation received by, 


153-1 usrc { 9274, 110 F. Supp. 503 (DC Tex.). 
2 52-1 uste 7 9143, 101 F. Supp. 892 (Ct. Cls.); 
¢. P. H. Marcum, CCH Dec. 3661, 10 BTA 1192 
1928): Georgia 8S. Williams, CCH Dec. 9821, 
6 BTA 974 (1937) 

3’ Lunsford v. Commissioner, 3 vust« 
F. (2d) 740 (CCA-6, 1933); cf 
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" 1037, 62 
John J. Batter- 
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and paid to him for his aforesaid service 
The majority of the court, impressed by the 
30-year lapse of time and the preamble of 
the statute which it said indicated 
offering,” held the 
exempt gifts 


a “thank 
payments to be tax 


Determining whether a payment is 


pensation tor services 01 a 
proved to be an easy 
22 (a) of the Code 
compensation for 


many 


gift he 

problem, Section 
expressly embraces 
Services as one ot the 
Section 22 (b) (3) 
The statutory 
developed law, 


made or 


income categories; 
expressly gifts 
broad The 


of necessity, has been judge 
mon law 


excludes 
standards are 


com 


[It should be pointed out that the courts 
generally have interpreted Section 22 (a) as 
being hut 


llustrative of income categories, 


not as containing an exclusive listing. How 
ever, as a practical matter, rarely 


Commissioner 


dos Ss the 
“broad 
More often than 
not, his case is founded on the theory that 
the particular intended as 


services; the 


rest his case on the 


sweep” of Section 22 (a) 


payment 
compensation for 


was 
taxpayer's 
theory on the grounds that the payment was 
intended as a gift 

At the that a 
payment, to be categorized as compensation 
for personal services, must flow 
service rendered to the payor.’ 


outset, it 


seems cleat 


from some 
The impor 
tance of a showing that a particular payment 


is “tied to the service,” is illustrated hv 


man, CCH Dec. 13,018(M), 1 TCM 667 (1943). 
aff'd per curiam 44-1 ustc § 9234, 142 F. (2d) 
448 (CCA-6), cert. den. 322 U. S. 756 It is 
immaterial, however, that the service 
formed by the recipient 
16-2 ustc § 9395, 158 F 
den. 330 U. S. 821 


» is not per- 
Varnedoe wv. Allen, 
(2d) 467 (CCA-5), cert 
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By JOHN C. CHOMMIE 
Professor of Law, Southwestern 
University, Los Angeles; 
Member of the Minnesota Bar 


Services ? 


Roberts v. Commisstoney In this case, 


taxpayer, a cab driver, contended that 


tips were gifts in that such payments 
merely an expression of exhibitionism 


Court of Appeals for the Ninth Circuit upheld 
the Tax Court’s finding of compensation. 


said that “a tip 1s connected directly 
the service and its quality,” that it 


compensation “over and above the regular 


remuneration for the service,’® and 


“the giving of a tip is tied to the service, 
and without which the occasion would not 


have arisen.” * 


\ similar emphasis is placed on the ser\ 
ice aspect where the taxpayer has performed 
+ 49-2 ustc { 9330, 176 F. (2d) 221 (CA-9). This 


seems to be the only civil action where a tax- 
payer seriously contended that a tip was a gift. 


U. S. v. McCormick, 3 ustc § 1187, 67 F. 


867 (CCA-2, 1933), involved an indictment 
wilful failure to file a return. The taxpayer 
contended that ‘‘tips’’ received as a marriage 


clerk performing civil ceremonies were 
His conviction was sustained on grounds 


the payments were not voluntary. It was shown 
that the payments were ‘‘practically extorted”’ 
from the payors so that they “‘might get their 
certificates at once and avoid embarrassment.” 


In the other cases involving tips, the 


seems to have “been limited to the question of 
the correctness of the amount of the Commis- 
sioner’s assessment Nazzareno D. Cesanelli, 
CCH Dee. 15.705, 8 TC 776 (1947); Bernard 
Foster, CCH Dec, 15,281(M), 7 TCM 119 (1948); 
Michael Marinaccio, CCH Dec. 16,910(M), 
TCM 335 (1949) See also Leon D. Hubert, 
CCH Dec. 19,167, 20 TC —, No. 25 (1953), where 
the court found compensation from a payment 
to the taxpayer by a state legal research organi- 
zation, the statute prohibiting compensation 
but authorizing ‘‘honoraria’’ to members of the 


council, 
176 F. (2d) 221, at p. 224. 


6176 F. (2d) 221, at p. 224. For a suggestion 
that some tips should be construed as gifts 
because so intended, see Altman and Balter, 
‘Excludibility of Tips as Gifts,’’ TAxes—The 


Tax Magazine, March, 1948, at p. 224. 


Payments to Employees 


a single act of service as an agent.’ In 
these cases, as well as in the Roberts case, 
the results can be attributed simply to a 
direct tying-in of the payment with the 
particular service rendered In effect, they 
fall in with a group of cases where the 
Commissioner has been successful in show- 
ing a specific consideration for the particular 
payment.” Few would quarrel with the 
results in these cases, or in the cases where 
the taxpayer has tailed to offer evidence of 
donative intent.” On the other hand, they 
can not be said to serve as Satisfactory 
precedents for the sharply contested case 
where the evidence would warrant conflict- 
ing inferences that either a gift or compen- 
sation for services was intended 

It is elementary that the legal standard 
of the gift in Section 22 (b) (3) is the 
common law standard of donative intent, 
and that the burden is on the taxpayer so 
to establish.” This makes each case largely 
an individual problem in logic. The prob- 
lem consists in drawing inferences from the 
external objective factors present in the 
surrounding circumstances. While the fol- 
lowing discussion hardly exhausts the factors 
indicative of an employer's intent, it contains 
the most commonly recurring elements. 

The employee who contends that a par 
ticular payment is a gift, labors against a 
presumption that benefits received in addi- 


tion to his regular remuneration constitute 


additional compensation." Further, where 


‘Ira A. Kip, Jr., CCH Dee. 1039. 3 BTA 50 
(1925); James M. Hutchinson, CCH Dec. 3872, 
11 BTA 789 (1928); A. J. Williams, Jr., CCH 
Dec. 8377, 29 BTA 892 (1934); cf. Earl 8S. Gwin, 
CCH Dec. 4613, 14 BTA 393 (1928) 

’ See, for example, George B. Lester, CCH 
Dec. 5965, 19 BTA 549 (1930): Reginald Denny, 
CCH Dec. 9175, 33 BTA 738 (1935); Davis v 
Commissioner, 36-1 ustc § 9054, 81 F. (2d) 
137 (CCA-6); Hilda Kay, CCH Dee 12,069, 
45 BTA 98 (1941) BE. J. L’Esperance, CCH 
Dec, 13,365(M), 2 TCM 442 (1943) 

’See, for example, George Matthew Adams, 
CCH Dec. 5664, 18 BTA 381 (1929): Weagant 
v., Bowers, 57 F. (2d) 679 (CCA-2, 1932): Com 
missioner Vv. Bonwit, 37-1 ustc " 9104, 87 F. (2d) 
764 (CCA-2); Dasteel Vv. Rogan, 41-2 uste § 9739, 
41 F. Supp. 836 (DC Calif.); Edward Fimbel, 
CCH Dec. 12,943-C, 1 TCM 470 (1943); Stanley 
B. Wood, CCH Dec. 15,129, 6 TC 930 (1946); 
Van Dusen v. Commissioner, 48-1 ustc % 9214, 
166 F. (2d) 647 (CCA-9) 

"See, for example, Mary G Mulqueen, 
Exrr’x., CCH Dec. 7420, 25 BTA 441. at p. 446 
(1932); Smith v. Manning, 51-1 uste § 9345, 189 
F. (2d) 345 (CA-3) 

11 See, for example, Commissioner v. Bonwit, 
cited at footnote 9; Walker v. Commissioner, 
37-1 ustc § 9124, 88 F. (2d) 61 (CCA-1):; Willkie 
v. Commissioner, 42-1 ustc § 9470, 127 F. (2d) 
953 (CCA-6); Poorman v. Commissioner, 42-2 
ustc { 9814, 131 F. (2d) 946 (CCA-9):; Painter v. 
Campbell, cited at footnote 1. 
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the payor is a corporation and payments 
are made to employees pursuant to acts of 
corporate directors or officers, it is pre- 
sumed that their authority does not extend 
to making gifts of corporate assets.” Both 
of these have applied 
in a variety of situations where the evidence 
has been there was 
little or no evidence of the payor’s intent 
Like all presumptions, they have proved to 
be convenient tools in the judicial adminis 
tration of Section 22 (b) (3) 


presumptions been 


conflicting or where 


Formal Criteria 
Where char- 


acterization of a payment as compensation 
often will control In Arnold J. Mount, 
the taxpayer was given a deposit slip to his 
credit by his employer 
was marked “gift 
Directors.” In 


the evidence is conflicting, 


bank. 
authorized by 
addition, he 
that he 
payment However, the 
labeled the payment a 
sufficient for the 


s| he slip 
Board of 
told by 


made a tax 


was 
an officer 
exempt 


was being 


formal 
1 


resolution 
This 


bonus 
Board of Tax 
Appeals to find that the payment was in 
tended as 


was 


compensation for past services 


It became that an 


employee's past services are sufficient con- 


established early 
sideration to support any payment as com 


pensation for services for tax purposes.’ 


Thus, in a line of early cases, the Board 
Appeals held that corporate reso- 
lutions, containing references to services ot 


of Tax 


salary, controlled over the fact that there was 


no legal obligation to make the payment 


2 See, for example, Noel v. Parrott, 1 ust: 
* 184, 15 F. (2d) 669 (CCA-4, 1926), cert. den 
273 U. S. 754, quoted from with approval in 
Old Colony Trust Company v. Commissioner, 
1 ustc § 408, 279 U. S. 716, at p. 730 (1929); 
George Matthew Adams, cited at footnote 9; 
Robert E. Binger, CCH Dec. 6689, 22 BTA 111 
(1931): C. B. Wilcox, CCH Dec. 7896, 27 BTA 
580 (1933): Yuengling v. Commissioner, 4 ust: 
{ 1257, 69 F. (2d) 971 (CCA-3, 1934): Interna- 
tional Freighting Corporation v. Commissioner, 
43-1 ustc { 9334, 135 F. (2d) 310 (CCA-2) 

%CCH Dec. 3645, 10 BTA 1156 (1928); 
also, James H. Anderson, CCH Dec. 
PTA 197 (1934) 

“ Often a corporate resolution, or other evi- 
dence, indicates that a payment is an honor- 
arium. The word ‘‘honorarium’’ seems to have 
come from the English practice of denying 
barristers and physicians the right to sue for 
their services (Ballentine, Law Dictionary 
(1948), p. 594). Broadly, it describes the pay- 
ment for any service supported only by a moral 
obligation. It seems to be associated with 
payments to former employees, but this is not 
universal As a concept, it affords little aid 
in determining whether a particular payment 
is a gift or compensation for services under the 
Code. It contains within itself the elements 
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see, 


8648, 31 


August, 


1953 e 


In accord with this tendency to give 
considerable probative value to a charac- 
terization as compensation, is the 
Sidney B. Carragan." Here, a 
importing firm was liquidating. 
An application to the Secretary of Treasury 
was required by law in make 
severance payments. The application indi- 
cated that the taxpayer had 
the severance 


recent 
case of 


Japanese 
order to 
“amply earned 


The taxpayer 
argued that the payment was in accordance 


allowance.” 


with an old Japanese commercial custom 
of paying 
a gift. 
ment 


“tear 

The “ 
summarily, stating 
nothing 


and, hence, was 
Tax Court dismissed this argu 
that the 


than the 


money,” 


payment 


was taxable 


more usual 


severance pay. 


Predicting the probative effect of the 
formal criteria where the payment is char 
acterized as a gift, is a difficult task Logi 
cally, it might seem that where the evidence 
as to intent is conflicting, the 
might be 


formal 
controlling In an early 


evi- 
dence 
case,” for example, a corporate officer was 
voted a “gift” by the board of directors and 
the payment was charged into surplus. It 
was pointed out by the Board of Tax Ap- 
peals that the intention to make a gift could 
be gathered from the language of the reso- 
lution. But this 

proved,” and it is a 
anything but slight 


decision was later disap- 


rare opinion where 
attention is paid to the 
characterization as a gift. Almost 


invariably, other evidence has been found 


formal 


warranting an inference that compensation 
is intended.” Even where the payment has 


been so characterized and charged directly 
of the conflict between these two tax concepts. 
Honorarium as a ‘gift or gratuity for services 
would seem to be paradoxical for tax purposes 
unless the sense in which it is used is also 
indicated, namely, as a payment for services or 
as a gratuity. 

4 See Mertens, 
tion (1942), Vol 

6H. B. Tousek, CCH Dec. 
(1925); Estate of John W. Beatty, CCH Dec. 
2632, 7 BTA 726 (1927): Willis L. Garey, CCH 
Dec. 5118, 16 BTA 274 (1929); semble: P. H. 
Marcum, cited at footnote 2: Chauncey L 
Landon, CCH Dee. 5225, 16 BTA 907 (1929); 
George Matthew Adams, cited at footnote 9 

7 CCH Dec. 18,200(M), 10 TCM 259 (1951), 
aff'd 52-1 uste § 9317, 197 F. (2d) 246 (CA-2), 
where the court distinguished the Bogardus 
case, cited at footnote 29, on grounds that 
here the taxpayer remained in the employ of 
the successor corporation. 

% state of David R. 
3 BTA 1042 (1926) 

9 N. H. Van Sicklen, Jr. 
BTA 544 (1935). 

*» Levey v. Helvering, 3 ustc { 1189, 68 F 
401 (CA of D. C 
cited at 
16,774, 


Law of Federal Income 
1, Sec. 8.08. 


Taxa- 


449, 1 BTA 1164 


Daly, CCH Dec. 1331, 


, CCH Dec. 9148, 33 
(2d) 
, 1933): N. H. Van Sicklen, Jr., 
footnote 19: Michael Laurie, CCH Dec 
12 TC 86 (1949). 
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into surplus, it has been held that the pay- 


ment nonetheless was compensation for 


services.” The Painter case, discussed above, 
carries disregard of the gift characterization 
one further: The additional 
shareholder did not 


step tactor ot! 
authorization 


a finding of a gift. 


warrant 


In light of these developments, it is some- 
what difficult to understand the force appar- 
ently given the formal evidence of a 
in Whittington v. U. S In this 


gift 
the 
secretary of a metro 


case, 
taxpayer, an executive 
poltian. ¥. M.-€. A.W 


duties for a U. S. O 


assumed additional 


organization without 
additional compensation. Upon winding up, 
the U. S. O. organization voted the taxpayer 
a gift of $5,000. The payor 


withholding 


withheld the 


amount of the tax In a 


suit 


for retund, the judgment for 


court gave 
Phe 


authority 


the taxpayer short opinion was with- 


out citation of It did not set out 


the language of the resolution, and its 


little 
would 


seem that the action in withholding the tax, 
which 


brevity would 


seem to leave it with 


value as a precedent. However, it 


was not explained, would be more 


indicative of the the 


intent than 


formal characterization as a gift. 


payor’s 


discussed above 
littl 
effect to the formal characterization as com 
that 


indicative 


Dewling case, is one 


ne tew cases giving probatis 


pensation. Generally, it can be said 


such a characterization is highly 


1 


that a payment is intended as compensation 


! On the 


other hand, the 


vices case 


that characterization as a 


persuasive, and will rarely, 


, control 


Commissioner, 43-1 ustc { 9423, 
(CCA-5): Nickelsburg wv 
79209, 14 F. 


‘ Thomas 
135 F. (2d) 378 
missioner, 46-1 
(CCA-2) 
2250-1 ust 
evidence of a 


Com- 
USTt (2d) 70 
{ 9111 

gift 


(DC 


also 


Tenn.). The 
was held to control 
where the Commissioner had the burden to 
prove the payment was compensation because 
of an affirmative allegation William J. R 
Ginn, CCH Dec. 12,546, 47 BTA 41 (1942). See 
also, Otto Sorg Schairer, CCH Dec. 16,034, 9 
rc 549 (1947), where a payment, under an 
agreement to reimburse the taxpayer for any 
loss suffered on a forced sale of his residence 
caused by his transfer of employment, was 
held to be an additional amount realized on 
the sale in accordance with the agreement 
‘Noel wv Parrott, cited at footnote 12 
(salary expense): Hstate of John W. Beatty, 
cited at footnote 16 (salary); Arnold J. Mount, 
cited at footnote 13 (deducted as _ salary): 
Willis J. Garey, cited at footnote 16 (deducted 
as compensation); Weagant v. Bowers, cited 
at footnote 9 (expense); Arthur L. Lougee, 
CCH Dec. 7564, 26 BTA 23 (1932), aff'd 63 F 
(2d) 112 (CCA-1, 1933) (deducted as expense); 


formal 


Payments to Employees 


Book Treatment 


Qf more importance in determining the 
payor’s intent, is the manner in which he 
handled the payment on his books. Per- 
haps on the theory that one’s true state of 
mind is dictated by one’s economic interests, 
the courts consistently have paid consider- 
able attention to the manner of book treat- 
ment. This is particularly true where the 
payor has treated the payment as an expense 
item and deducted it 
for tax purposes. 
held that a 
payor treated 


from his own income 
It is notable that no case 
gift was intended where 
the payment as an ex 
item.” While hardly controlling of 
a gift, it that if the taxpayer 
is to establish a gift, he must show a book 


has 
the 
pense 
seems clear 
treatment so indicating. 
payment directly 


A charge of such 
into surplus, or similar 
treatment consistent with a gift, would seem 
to be a stne qua non for the taxpayer who 
is claiming the gift exclusion. 


Salary Schedule 


A factor which several 
cases is the use of a salary schedule as a 
standard for measuring the payment. The 
such cases is that additional 
intended. N. H. Van 
Sicklen, Jr.“ is such a case. Here, the tax- 
paver, along with other employees, was the 
recipient of a payment at Christmas time 
The payment was transmitted by the vice- 
president, a personal friend of the taxpayer, 
with the statement that it was a gift, that 
it would be so recorded by the payor, and 
that 1t was not necessary for the 


to include it in his return. The corporate 


has controlled in 


inference in 


compensation was 


taxpayer 


board later ratified the payment as a gift 


Fisher v. Commissioner, 59 F. (2d) 192 (CCA-2, 
1932) (deducted as salary); James H 
cited at footnote 13 (deducted as salary) 
Walter M. Bickford, CCH Dec. 9315, 34 BTA 
461 (1936) (claimed but disallowed sales ex- 
pense); Botchford v. Commissioner, 36-1 
"9149, 81 F. (2d) 914 (CCA-9) (deducted as 
expense); Canaday v. Guitteau, 36-2 ustc § 9513, 
86 F. (2d) 303 (CCA-6) (expense): Commissioner 
v. Bonwit, cited at footnote 9 (expense); 
Dasteel v. Rogan, cited at footnote 9 (deducted 
as salary); Willkie v. Commissioner, cited at 
footnote 11 (deducted as expense); Poorman v. 
Commissioner, cited at footnote 11, (deducted 
as salary) Thomas lL. Grace, CCH Dec. 
15,891(M), 6 TCM 770 (1947), aff'd per curiam, 
18-1 wustc { 9228, 166 F. (2d) 1022 (CCA-2) 
(charged as expense) 

**Cited at footnote 19. 
was also persuasive of 
Chauncey L. Landon, cited at footnote 16; 
Levey v. Helvering, cited at footnote 20: 
Georgia 8. Williams, cited at footnote 2: Charles 
E. Rieben, Jr., CCH Dee, 15,611, 8 TC 358 
(1947): Painter v. Campbell, cited at footnote 
1; ef. Dewling v. U. 8., cited at footnote 2. 
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UsT¢ 


A salary schedule 
compensation in 





and charged it directly into surplus. 
was evidence that the 
ured by a salary schedule. 
Tax 

tional 


s| here 
payment was meas- 
The Board of 
Appeals held such payment was addi- 
comperisation It pointed out that 
the taxpayer’s friendship with the vice-presi- 
dent and that neither 
the characterization as a gift nor the book 
treatment was controlling although togethet 
they persuasive of a gift. The fact 
that a salary schedule was used as a stand- 
ard seemed to be the 


was of no moment, 


were 


controlling factor 


In the Painter case, discussed above, the 
that “the 
November Oo! 
after the gift thought 
would be 
ployees 


court made a finding employer 


began to figure, in each vear, 
natured, what amount 
coming to the respective em 
That this was based upon service, 
The 
court, it would seem, was justified in treat 
ing the 


holde I 


as tnere 


The warning 
plain: Use of a 


salary, and length of employment.” 


characterization as a gift, share- 


sanction, and the charge into surplus 


formalities 


contained in these cases 1 


salary schedule can easily 


tip the scales in favor of a finding of com 


pensation 


Shareholder Sanction 


Ordinarily, 
directors and 


the authority of corporate 


officers is limited to 


paying 
reasonabk compensation to 
held that 
instructed the board 
to an officer and charge the 
into surplus, the 


é mplovees 


Hence, it has been 


where the 


shareholders to make 
a gift amount 
payment intended as 
and not as 
The 
permissible where the initiative 
by the 


shareholder 


Was 


a git compensation tor past 


services.” same inference would be 


was taken 
and 


was secured 


directors or officers spe cific 


ratincation 
While the factor of 


constitutes a 


shareholder sanction 
argument in a tax- 
payer’s contention that a particular payment 
gift, it is hardly conclusive of the 

This is amply illustrated by the litiga- 
tion resulting from the distributions to corpo 
sale of the El Paso & 


Railway to the Southern 


strong 


is a 
matter 


rate othcers upon 


Southwestern 


* Painter v. 
at p. 506 

*% Blair v. 
286 (CCA-9, 


Campbell, cited at footnote 1, 
Rosseter, 1 ustc § 416, 33 F. (2d) 
1929): accord Jones v. Commis- 
sioner, 31 F. (2d) 755 (CCA-3, 1929); Cunning- 
ham Vv. Commissioner, 3 ustc { 1161, 67 F. (2d) 
205 (CCA-3, 1933). 

7 Thomas M. Schumacher, 
27 BTA 895 (1933), rev’g the position taken in 
William C. Barnes, CCH Dec. 5523, 17 BTA 
1002 (1929): Schumacher v. U. S8., 55 F. (2d) 
1007 (Ct. Cls., 1932): Bass v. Hawley, 3 wuste 
7 1038, 62 F. (2d) 721 (CCA-5, 1933) 
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CCH Dec. 7949, 


August, 


1953 @ 


Pacific Company. The stock of the El Paso 
company was held by a 
When the holding 
Paso stock to the Southern Pacific, the 
initiated a plan for payments to 
certain employees of the El Paso company 
A letter directed to the shareholders recited 


holding company 
sold the El 


company 


former 


that the payments wer« 
employees additional compensation.” 
The authorization form 


holders recited 


“to pay ofthcers ant 
from the 
that the payments were “to 
compensate employees.” 


check 


each 


share 


The letter accom- 
panying the from a 
committee to 


it was “in 


shareholder’s 
+ TT): »t y + ] 
taxpayer recited 
and fi 


appreciation of long 


service 

Che Board Ol Tax 
Claims, 
Fiith 
be additional compensation 


ling factor 


\ppeals, the ¢ I I 
and the Court of Appeals for the 


Circuit all found these payments t 


The 


formal 


control 
seemed to be the chat 
acterization contained in the various letters 


In the Painter case, discussed above, wh 
he payments 
and 


controlling 


were characterized as 


shareholder authority 


Was securt d, 


factor seemed to be the uss 


a salary schedule \gain, it is demonstrated 


that a factor, indicative of a ift. 


usually give 


that 


away to other evidence indi 


intended 


cating compensation Was 


Charitable Motives 


The employer-employee 


relationship is 
hardly thought of as a 


breeding place ol 
motives with a gift 


The 


commonly associated 


relationship is essentially 
length commercial matter. Thus, 
standable that in but few of 


are there facts or 


an arms 
it is under 
the early ast 
testimony from which an 
inference of charitable motives would be per 
missible.* However, in 1937, the 
Court decided the case of Bogardus v. Com 
missioner.” 


Supreme 


This highly controversial decision 
seems to have spawned a line of cases where 
this emotional element has played a controlling 
part in these employee-payment situations 

In the Bogardus 


primarily by the 
versal Oil 


, 
case, action was taken 


shareholders of the Un: 


Company after they became 


* Compare N 
footnote 19, with 
ceding footnote 
CCH Dec. 2458, 6 BTA 1371 (1927) 

2° 37-2 ustc § 9534, 302 U. S. 34, rev’g, 
ustc § 9166, 88 F. (2d) 646 (CCA-2). See. also 
Bert P. Newton, CCH Dec. 16,612, 11 TC 512 
(1948): Charles W. Wright, CCH Dec. 16.652(M) 
7 TCM 738 (1948): T. H. Gillespie, CCH Dec 
16,668(M), 7 TCM 776 (1948) 


H. Van Sicklen, Jr., cited at 
Bass v. Hawley, cited in pre- 
See, also, Herman T. Dietrick, 


37-1 
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shareholders of a newly formed corporation, 
Unopco. Unopco had been formed by with- 
drawal of some $4,000,000 from Universal, 
and the Universal stock then sold to a third 
corporation. 
Unopco, the 


At a shareholders’ meeting of 
president that the 
former employees of Universal be remem- 
bered in the form of a “ 


suggested 


gift or honorarium.” 
[The minutes of the meeting and resolution 
adopted by the shareholders, however, called 
the payments bonuses in recognition of serv- 
ices. Universal had a history of making 
payments to its The 


payor did not but 


bonus employees. 
deduct the payments 

charged them directly into surplus. 

On this conflicting evidence, the Supreme 
Court, in a five-to-four decision, found the 
The 
opinion delivered 
by Mr. Justice Sutherland, is, perhaps, con- 
tained in the following words 


payments to be tax-exempt 


rationale of the majority 


“The intent is shown by the appeal made 
the stockholders’ effect 

and generous thing 
Uni 
versal to show their appreciation of the past 
1 ] 


lOVa 


meeting to the 
hat it would be a nice 


for these former stockholders of the 
ty of that company’s employees by 
remembering them in the : ‘oitt 
or honorarium’, common under- 
standing then reached that the 


form of a 
and by the 
stockholders 
would make the suggested ‘presents or gifts’ 
to these employees. Quite evidently, none 
stockholders had the slightest no- 
tion that a payment of compensation was to 
be made _ 


of these 


The majority opinion also quite strongly 
pointed out that the gift and income 
gories of the Code were 


Mr. Justice 


cate- 
mutually 
Brandeis, for the 
mutual 


exclusive. 
minority, dis- 
with this 
proach of the 


effect to be 


agreed exclusiveness ap- 

majority as well as with the 
accorded the finding of com- 
pensation of the trial court. 


agreed with the 


Otherwise, he 
basic test He said: 

“Has it [the payment] been made with 
the intention that 
shall be requited completely, 


though full acquittance has been given? If 


services rendered in the 


past more 


so, it bears a tax 
oo 


persons 


Has it been made to show 


will, 


esteein, or kindliness toward 


who happen to have served, but 


who are paid without thought to make requital 
for the service? If so, it is exempt.” _ 
Disregarding the question of the finality 


of a trial 


court’s findings upon conflicting 
© 302 U. S. 34, at p. 41 
1 302 U. S. 34, at p. 45 
: Estate of Grace G 
16,835, 12 TC 311 
CCH Dec 


McAdow, CCH 
(1949): semble: D.G 
12,012, 44 BTA 1068 (1941) 


Dec 
War 


rick, 
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evidence, the approach of the majority opin- 
ion is sound enough. Instead of merely 
viewing the language of the 
controlling where 


resolution as 
conflict with 
other external factors, the opinion goes be- 
hind the resolution for the motives leading 
to the language used. 


such is in 


The difficulty with this factor of chari- 
table motives lies in determining how much 
weight a particular court will attach to the 
quantum of such emotions as are established 
on the part of the payor. It has been held, 
for example, that a payment from the chil- 
dren of the taxpayer's deceased employer 
was a gift where the formal criteria spoke 
of affection and long friendship. 
the result notwithstanding the 


This was 
performance 
of services for the payors themselves by the 
taxpayer” In Alexander B. Siegel,” the 
attorney seemed to 
motives. In 
received a 


services of an prompt 
charitable 


taxpayer 


such this case, the 


separate fee, charac 
terized as a personal gift, in addition to the 
fee due his The Tax Court 
held it \lso, where a retired 
teacher received a lump sum in liquidation 
retirement fund, the contributions to 
the fund made by the alumni were held to 
be income 7 


partnership 
Was a gilt 


ota 


because measured by vears of 


service, but the school’s 


held a gift 


contribution was 
the Bogardus rule because 
of the payor’s motives of charity toward 
the aged recipient 

The 


motives 


unde1 


force of these charitable 
natural inferences to be 
formal criteria is illustrated 
by Schall v. Commissioner.” In this case, 
the taxpayer, a church pastor, resigned for 
reasons of health. 


persuasive 
over the 
drawn from the 


The congregation passed 
a resolution containing these words: “moved 
by affectionate regard for him and gratitude 
for. his long and valued ministry, 
that he should continue to be associated 
with them in an honorary relation . . be 
constituted Pastor Emeritus 

salary or honorarium amounting to 
Dollars (2000) annually.” 
held the payments 
relying 
characterization of 
The Fifth reversed, 
the language of the 
charitable 


desire 


with 
‘] Wo 
The 


com 


Thousand 
Tax Court 
pensation 


were 
largely on the payor’s 
salar 
that 


indicated 


honorarium as 
Circuit stressing 
resolution 
said the payments 
were in accord with the definition of a gift 
which it “That onl 


motives It 


had laid down earlier 


is a gift which is purely such, not intended 


10,553, 39 BTA 60 (1939). 
Knowles, CCH Dec. 14.693, 5 TC 


CCH Dec 
“Frank T. 
525 (1945). 


35 49-1 ustc § 9298, 174 F. (2d) 893 (CA-5). 
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return of value or made because of 


any intent to repay 


as a 
another what is his due, 
but bestowed only because of personal affec- 
tion or pity, or trom 
motives of philanthropy or charity.” 


regard or general 
Simi 
larly, the majority of the Court of Claims 


seemed convinced of the charitable motives 


of Congress in the Dewling case” notwith- 
the there spoke o! 


and “compensation.” 


\ highly personal 


is found within the 


standing 


ices 


statute “serv 


such as 


relationship, 
family, would ordinarily 


be indicative of such charitable motives 


However, in establishing a gift, such a rela 
tionship alone 
proot ot 
held relation 


ships and circumstances, that of parent and 


does not dispense with othe 


donative Thus, it has been 


that in the 


intent 
most favorable of 
child during a vear of the child’s marriage, 
there must still be pr of 


Nor will 


relationship 


such intent 


much effect be given a personal 


that 


asso- 


vhere there is evidence 


the payment sprang from 


motives 
ciated with personal gain 


From the the 


or cases would 


taxpayers’ point of 


this line 


view, 


persuasive torce ol 


seem to brighten the prospects ot establish- 


ing a gift However, the results and lan 


vuage of the hardly 
Most of the 


found, 


opinions present a 


sound formula 


cases, W here 


a gift has been involve a 
highly personal relationship, but this is not 


universal In 


seem to 


these cases we also might 


individual making 


treatment of the 


expect to find the payor! 


a eift tax return, 


a direct 


item as 


charge into surplus, and language 
friendship and The 


seem to support 


indicative of esteem 


decisions, ho. .d not 


the necessity usual criteria of a 


gift Thus, it seem that some of the 


What 


courts 


cases are not free from criticism. 
overlooked by | 
fact that 


a gift” in every 


may be some ot the 


is the there is “some element of 
emplovec 


Also, in 


1.1 
wntly mo 


payment to an 
required by a legal obligation 


judicial administration of this 


tional factor, the language of 


some of the 
question < to 


this factor 


opinions raises the the con- 
Charitable 
seems, have transmissible tend 


Finally, there 


tagious nature of 


motives, it 


encies.* is the fact that, not 


withstanding a charitable-feeling payor, his 

174 F 
Bass v. Hawley, cited at 

"Cited at footnote 2 
Kraemer, 50-1 ustc { 9278, 88 F. Supp. 835 
(DC Conn.), where a statutory grant to re- 
imburse the taxpayer for his legal fees expended 
in a successful defense of a charge of mis- 
conduct in public office was held a ‘‘grant to 
replace capital,” and, thus, not taxable in- 
come 
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°F 


footnote 27 
See, also, Cor v. 


(2d) 893, at p. 894, quoting from 


August, 1953 ®@ 


beneficence may take the form of additional 
compensation as well as a gift. 
the 


This would 
case other 
stances indicate that compensation, 
than a gift, was intended as in the 
Schall and Dewling cases. 


seem to be where circum 
rather 


Siegel, 


Planning a Gift to an Employee 


Some tax consequences can be planned 
the antithesis of the 


spontaneity associated with a gift, but, logi 


Perhaps planning is 


cally, it would seem, an employer properly 
could plan a 
Painter case 


gift to an 
illustrates 


employee The 
such an attempt 
Che court found that, on two occasions, the 
employer requested an opinion on its Christ 
distributions to 
advised 
a gilt 
shareholder 


mas employees. Counsel 
that it could make 


the best evidence would be 


the employer 
and that 
approval, a charge to surplus, 
and characterization as a gift at the time of 


transmission. This was done 


The plan failed 
It is easy, in retrospect, to view the short 
comings ot 
requires the 


dict with 


ic 
a frustrated tax plan. It 


wisdom of a Solomon t 


any degree of accuracy 
any well-laid 
deference to both 
employer that it 1s suggested 
the plan in the Painter 


from its inception In the first place, on a 


consequences of 
with 


thus 


Case Was 

over-all basis, the plan was little more that 
a substitute for 
and the 


Further, 


a 20-year old bonus plan, 
recipients were current employees 
the employer apparently used thi 
method of 


“gifts” 


same determining the amounts 


of the as it had been using in fixins 
the bonus payments, namely, a computation 
based “upon salary, and lengtl 
Finally, the 


the temptation in the 


service, 
employment.’ employer « 
letter 


out to the recipients 


not resist 
transmission to point 
that these gifts were being made becaus« 


of the company’s “fine record’ hich the 


employees 
extolling 


“had an important 
them to “put forth 
efforts” during the coming year 

Failure breeds attempts to succeed. Tax 
planning to achieve a gift result 
tinue. The following suggestions to achieve 
this are offered with more than 
ward glance at the Painter case 


will con 


one bac k 


*® Stanley B. Wood, cited at footnote 9; cf 
American Law Institute, Federal Income, Estate 
and Gift Tax Statute, Tentative Draft #8, (May, 
1953), Sec. X1009(a). 

” John J. Batterman, cited at footnote 3. 

" Chief Judge Atwell, in his opinion in the 
Painter case, cited at footnote 1, however, could 
hardly be said to have so succumbed. 
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(1) Where the payment is directed by an 
agent, it should be expressly authorized. 
Thus, directors should secure 
sanction, preferably before 
payments. 


shareholder 
initiating the 


(2) The formal criteria, such as resolu- 
tions, letters, and minutes, should make spe- 
cific reference to the payment as a gift, and 


should avoid the use of such terms as “com- 


’ ’ ” 


pensation,” “pay,” or “salary. 


(3) Motivation in such formal criteria 
should be expressed in terms of “friendship,” 


“devotion,” 


“personal regard,” or “need.” 


(4) The use of a salary or wage schedule 


as a standard should be avoided 


(5) There should be no evidence that the 
payment was motivated by thoughts of any 
possible future benefit to the payor such as 
increased employee efficiency. 


(6) There should be no evidence that 
similar payments are to be expected in the 
future. The employee should understand, 
if at all possible, that the payment springs 


from a single spontaneous act of generosity 


should the 
payment be charged as an expense item, or 


(7) Under no circumstances 


treated as a deduction by the payor for tax 
purposes. A charge to a special account, 
or directly into surplus, would seem to be 
required. 

(8) With the 
be desirable to 
unlimited 
payments 


it would 
officer 
making of 


corporate payor, 


give a corporate 


discretion in the such 


(9) The payment should actually be made 
in accordance with the formal criteria. 


(10) Both the payor and recipient should 
file gift tax 


(11) a nominal salary plus 
a supplementary gift plan to succeed 


returns where required 


Do not expect 


Objective Standard 
A list of 


clearly be 


nebulous legal concepts would 


incomplete without the inclusion 

As a legal 
from the 
carefully scrutinizing the 


1 99 41 
each case 


of “donative intent.” standard, 


it leaves “no escape necessity of 
circumstances of 
This has been done in scores 
of cases involving payments to 
executives. The 


pertinent: Has _ the 


€ mployees 


and 


question thus seems 


resulting judge-made 
“Mr. Chief Justice Hughes in U. S. v. 

2 ustc § 715, 283 U. S. 102, at p. 119 
in speaking of the concept of 
of death."’ 
Paul, 
Law, 
1938) 


Wells, 
(1931), 
“contemplation 
Motive and Intent in 
Studies in Federal 

at pp. 255, 300-304. 


Federal Taa 
Taxation, (2d Ser 
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law established reliable criteria from the 
standpoint of basic taxation principles? 
The case for the use of donative intent 
as the standard of a gift in federal income 
taxation can be put briefly. The gift de- 
serves exemption from income taxation be- 
cause it is essentially an intra-family trans- 
action. Policy dictates that mere reallocation 
of benefits within the family should not be 
treated on the same plane as commercial 
transaction. Asa standard for this basically 
family transaction, it would follow that a 
criterion with which the bench and bar is 
familiar, would prove to be workable, and 
would serve to keep this transaction within 


its proper sphere. | 


As lawyers are trained 


to carefully scrutinize “the circumstances 


of each case,” attainment of a fair degree 
of predictability is possible 


do not 


As employers 
make gifts to their em 
ployees, uniformity and tax justice will be 
adequately served 
might be 


ordinarily 


To these considerations 
added that such a broad standard 
permits of code simplicity, and also affords 
an element of flexibility for the particular case 

The case 
well known. It has been argued “that sub 
jective standards hamper the attainment of 
predictability and uniformity,” and that in 
creased objectivity might well minimize the 
“time-lag in with the interpre 
tation of federal tax law.”” It has 
that “intention in the law is at best 
a will-o’-the-wisp, replete with contradic 
tions and defiant of definite analysis” 


against subjective standards is 


connection 


been 
said 


which 
“cannot but impede efficient administration 


and confound 


degree of certainty in 


search of a 
the law.” * Specifi 
cally, it may be asked whether 40 years of 
experience with donative intent now enable 
a lawyer to predict 


taxpayers im 


fair degree of 


whether a benefit conferred on an 


with a 
accuracy 
employee is a gift or compensation for serv 
ices. In the 


orthodox payment 


where the employer treats the 


Situation 
benefit as an 
expense item, prediction is fairly reliable 
In other circumstances, Section 
22 (b) (3) could be said to operate only 


as an expensive trap for the taxpaye: 


howe ver, 


From 
the standpoint of tax equity and uniformity, 
the question, for example, might be whether 
these desirable served. by 
taxing pension payments generally and by 
shielding Pastor Emeritus Schall’s receipts 


behind the gift exclusion.‘ 


obj ctives are 


Note, Toward a Concept of 
tion,’’ 2 Tax Law Review 85, p. 91 
“ Schall v 


oo) 


Compensa- 
(1947) 


Commissioner, cited at footnote 





A list of nebulous legal concepts 
would be incomplete without 
the inclusion of ‘‘donative intent.”’ 


Without succumbing to the “legal-cer- 
tainty myth,” the advantages of a workable 
objective self-evident. The 
problem of approach, of course, is another 
matter 


standard ars 


\ bold approach, without a “hodge- 
of detailed factual tests,” 
This might be 


podge 1s possible. 
simply to deem every benefit 


received by an 


employee, or former 


em- 
plove 2. 
this 


volving close family 


compensation for From 


services 


might be excepted the transaction in- 


hich the 
Such 


members for w 
subjective standard might be retained 
a provision, as an 
22 (b) (3), might 
common law gifts 
The 
that 
as common 
the 
proposed 

furthe 

tempt to 


Section 
that 
taxed as 
that 


categorize | 


amendment to 
obi ction 
well be 


raise the 
might 
income this is 


answer to some 


benefits clearly would be 


taxed now 
Such a 

amendment uld 1 

the present cas¢ law and at 

tax all benefits 

\ more 


establish a 


law gifts are being 


unde law 


developed cast 
simply we 


than 


cautious approac h would be to 
less detailed factual test 
along the line of the developed case law. 


Suc h 


more o1 
an objective standard might permit a 
gilt to an employee if the employer did not 
receive a benefit in any form, indicated such 
on his books, and, perhaps, as an outward 
formal criterion, expressed the gift in 
ing at the 

have to be 


writ 


time of transmission. Provision 


might made to cover situations 
where the employer is a nontaxpayer as in 
the cz of a government or charity In 
latter the 
ployer would not necessarily reflect the true 
nature of the 


have to be 


these 


cases, the records of em 


Provision might 
situations 


transaction 


also made for where 


in an effort to minimize the recipient’s tax 


nominal salary 


meeting 


burden, a is supplemented 


by a ett, the objective criteria 

\ third, a more comprehensive approach, 
is that the Law 
Institute in its tax project It is 
comprehensive in that it 
the gift 
gift tax 


suggested by American 


Income 


more attempts to 


correlate concept in the income, 


estate and Statutes 


The technique 
in accomplishing this lies in defining a gift 


for income tax purposes by reference to the 
proposed gitt The proposed 
gift tax statute adopts a general definition 
similar to the present 


tax Statute 


“money's worth” con- 
cept expressly excepting certain transfers.” 


* Work cited at footnote 38, Tentative Draft 
#6 (May, 1952), Sec. X1007(a)(3)(A). 

“ Work cited at footnote 38, Tentative 
#8 (May, 1953), Sec. X1006(a) 
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Draft 


August, 


1953 @ 


One express exception embraces bona fide 
arm’s-length commercial transactions “wholly 
lacking in donative intent.” “ Special treat- 
ment is provided for payments to employees 
in Section X1009, which provides 


ployee, either during or after the period 
employment, shall be 
transfer if 


“A transfer from an employer to an em 


treated as a com 
mercial the employee is not a 
related employee, unless it is clearly proved 
that the 
with donative 
shall not be 


fer if the 


made 
intent \ 


treated as a 


transfer was predominantly 
transfer 
commercial trans 


employee is a related employee, 


unless it is clearly proved that the transfer 


was made predominantly 
intent.” 


As the out, 
creates two presumptions based on the 
ship between 


without donativs 


comment points 


the employer 
1s admitted that “here, 


and employee 
the battleground 

* From 

standpoint of the unrelated employee, Sec 
X1000 (a) add little to 
present developed case law As 
the burden on an employee who 
claims the gift exclusion of 22 
(b) (3) requires him to “clearly prove(d) 
that the transfer was made predominantly 
with donative intent.’ 


be the area of donative intent.” 


tron seems to 


the 
disc uss¢ d 
above, 


Section 


It does not seem that 
the term “predominantly” adds anything to 
the rule. 


Conclusion 


Tax experience has indicated, time and 
time again, that common law property and 
contract concepts do not always serve ade 
quately “the essential desiderata of tax law 
Perhaps this has been true with the use of 
the common i 
employee payment transaction 
gruity of a the usual 

that the gift concept 
overworked; that it should be 
restricted, in so far as possible, to the intra 
family this 
not seem to violate tax justice to demand, at 
the very least, clear-cut formal evidence 
that a gift, in fact, has been made by an 
employer to one who has performed serv 
Thus, it that a 
drafted standard would 
offer more hope for equality and predicta 
bility than presently exists under the devel 
law. [The End] 
* Work cited at footnote 38, Tentative Draft 
#8 (May, 1953), Sec. X1007(a), comparable to 
present Regs. 86.8. 
‘* Work cited preceding footnote, at p. 50 
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law concept of a the 


giit in 
The incon 
gitt in commercial 


setting may indicate 


is being 


transaction. In 


sense, it does 


ices for him would 


objective 


seem 
carefully 


oped Case 





The Commissioner's Interpretation 
of the Word ‘“‘Contract”’ 
Is Unjustifiably Narrow 


The New $5,000 Death Benefit 


| By ROBERT E. NELSON 


QINCE THE INCEPTION of the in 
\7 come tax, a variety of employee benefit 
plans of every c 
and effect have 
practitioner’s 


mceivable form, purpose 
across the tax 
analysis and for 


consequences, 


paraded 
desk for 
classification of the tax 


There have been group hospitalization in 
surance, group life insurance, life insurance 
on individual employees, annuities for key 


« mployec Ss, 


sick leave 


pay, vacation 
continuation 


until 


pay, 
after 
retirement, 
stock bonus, stock 


termination 
death, 
pensions, 


pay, salary 
salary deferment 
profit-sharing, 
options and stock purchase plans. These 
discretionary or  coritractual, 
unqualified, written or oral, 
nonforfeitable, as suited the 


draftsman’s purposes. 


been 
qualified or 


forfeitable or 


have 


‘The employees cOVv- 
time, part time or re- 
tired; individual key men or large classes; 
otncers, directors and 


ered have been full 


stockholders of the 
employer. 

Among these many employee plans, the 
death benefit has played a minor role. It 
is found usually as a composite part of a 
comprehensive employee benefit plan. Often 
the death benefit is merely a refund of an 
employee’s contribution to a pension fund 
plus interest, or the unpaid credit in an 
employee’s pension account at his death. 
It may be supplemental to a group insur- 
ance plan, as where it is given to annui- 


1 *'Sec. 22 Gross Income 

“(b) Exclusion from Gross Income 
lowing items shall not be 
income and shall be 
under this chapter 

[See. 22(b)(1)] 

‘*(1) Life insurance, etc.—Amounts, received 

‘*(A) under a life insurance contract, paid by 
reason of the death of the insured; or 

““(B) under a contract of an employer pro- 
viding for the payment of such amounts to 


New $5,000 Death Benefit 


The fol- 
included in gross 
exempt from taxation 


tants who have 


become too old for group 


term insurance coverage 


With the addition of Section 22 (b) (1) 
(B) to the Code by the Revenue Act of 
1951, however, the death benefit plan clothed 
in a new gown of tax exemption, takes on 
the stature, tax-wise, of pension, profit-shar- 
ing and other deferred compensation plans 
This new provision exempts from income 
tax amounts up to $5,000 received by the 
beneficiaries of 


a deceased employee and 
paid under 


a contract of the employer by 
reason of the death of the employee.’ 


The new provision was prompted by sev- 
eral circumstances. ‘The exemption from in- 
come tax enjoyed by group life insurance 
was envied by employers who either had too 
few employees to form an economical group, 
or who did not wish to benefit that large a 
class of employees. It was felt that death 
benefits similar to life insurance 
should enjoy the same 
tax. Underlying 
this, also, undoubtedly, was the social de- 
sirability of aiding the dependents of a de- 
ceased employee in their time of distress 
and adjustment. 


were So 
pre vceeds that they 


exemption trom mcome 


The philosophy of Section 165—tax ex- 


emption should be given only to plans which 
benefit a large number of employees, show- 
ing special solicitude for the wage earner— 


beneficiaries of an employee, 
of the death of the employee: 

‘“‘whether in a single sum or otherwise (but 
if such amounts are held by the insurer, or the 
employer, under agreement to pay interest 
thereon, the interest payments shall be included 
in gross income). The aggregate of the amounts 
excludible under subparagraph (b) by all the 
beneficiaries of the employee under all such 
contracts of any one employer may not exceed 
$5,000."" 


paid by reason 
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Mr. Nelson is a member of the Green Bay, 


Wisconsin bar and a certified public accountant. 


is not reflected in Section 22 (b) (1) 
There are no requirements of coverage or 
qualification The death benefit contract 
all employees or only one em 
The thus beauti- 
fully suited to small, closely held corporations 


(B). 


may cove 


ployee. new 


provision is 
In fact, few reasons appear why most small 
corporations should not set up death bene- 


ft contracts for their officer-stockholders. 


these 

offices of at- 
bankers 
The attorney’s 


drafts of 
coming 


Requests for contracts 
daily are into the 


torneys from clients, accountants, 
and insurance underwriters 
assignment is twofold: first, to draft language 
which will reflect the intent of the employer 
and employee within the framework of the 
local law of that the legal 


rights of the parties may be easily inferred; 


contracts, so 


and, second, to gain the maximum possible 
tax benefits, considering the employer and 
the employee, as beneficiary 
of the death benefit, and considering estate, 
giit and 


income tax 


well as the 


local taxes, as well as the federal 


Obviously, no one form of death benefit 
contract 
but the suggest 
some general conclusions which can be used 


will be suitable for al! occasions; 


following analysis may 
by the draftsman in accomplishing his two 


objectives 


Federal Tax Consequences 


The tax death benefit 


degree, 


consequences oO! 


plans seem to depend, to a large 
there 1s a valid contract be- 


tween the employer and the employee, and 


upon whether 


when that contract comes into being.’ 


>For a general discussion of the tax conse- 
quences, see Scharf and Ouchterloney, “‘Death 
Benefit Payments,’’ TAxES—The Tax Magazine, 
October, 1952, p. 789; Susswein, ‘* ‘Deathly’ 
Benefit Payments,’’ TAxEs—The Tax Magazine, 
April, 1953, p. 283 

+ 1950-2 CB 9 
this 


630 


A comprehensive discussion of 
ruling and its background is given in 


August, 


1953 °@ 


Income to Beneficiary—Under the 
Section 22 (b) (1) (B), amounts received 
by the beneficiary under a contractual death 
benefit 


up to 


new 


from 
Amounts in 


plan are exempt 
$5,000. 


income tax 


excess of this 


and benefits paid where no contract exists 


are governed by the general provisions of 
Section 22 (a) and the 


22 and 
rulings issued thereunder. 


regulations 


The most recent of these rulings, I. T. 
4027, indicates that the Bureau will con 
sider amounts received by the bene ficiary of 
a deceased 


employee in consideration of 


services rendered by such 


income to the beneficiary. 


employee, as 
This ruling must, 
of course, be considered now as excepting 
amounts which qualify under 
(b) (1) (B). 


Section 22 


3329* had ruled that 
voluntary payments by an employer to an 
officer’s widow 


Previously, I. T. 


were gifts, and not income, 
to her where she had rendered no service 
to the employer. This ruling was based 
upon Regulation 111, Sec. 29.22 (a)-2 which 


reads, in part: 


“However, so-called pensions awarded by 
one to whom no services have been rendered 
are mere gratuities 


gifts o1 and are not 


taxable.” 


I. T. 3329 was followed in Louise K. Aprill, 
corporation voluntarily paid 
salary of its deceased president to his widow 
for 15 months 
Court held the 
not a dividend 
held to the 
MacFarlane; 


th 


where a tiie 


death. The Tax 
were a gilt 


after his 
and 
recently the Tax 
Alice M. 


where the employer, departing 


payments 
More 


Court same effect in 


Fletcher, 
Widows,”’ 
1951, p. 811 

* 1939-2 CB 153 
I. T. 4027 

CCH Dec. 17,275, 13 TC 707 (1950) 

*CCH Dec, 1! 5, 19 TC 9 (1952). 


‘Tax Consequences of 
TAXES—The 


Payments to 
Tax Magazine, October, 


This ruling was revoked by 
(acq.) 


92 
19,235 
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from its usual practice, paid to the de- 
ceased employee's widow the approximate 
bonus which he would have received if he 
had lived. 

Generally, however, courts did not follow 
I. T. 3329. Various excuses have been made 
for avoiding the ruling. In Brayton v. Welch,’ 
payments of a deceased officer’s salary to 
his estate for six months were held taxable 
to the estate on the theory that the cor- 
poration could not legally make a gift. 


Another court interpreted Regulations 
111, Section 29.22 (a)-2, upon which I. T. 
3329 is based, to mean that a pension is 
income to the recipient, if services have 
been rendered by anyone to the employer— 
not necessarily by the recipient. 

Where the widow’s rights arose from a 
contract between her deceased husband and 
the payments were income 
Similarly, the payment was taxable 
to the widow, even though the death benefit 
plan revocable, there was 
an enforceable contract where the employee 
worked in reliance on the employer’s promise.” 


the cx irporation, 
to her.” 


was because 


Amounts paid to the estate of the de- 
ceased employee have been held taxable in- 
come under Section 126." (See the discussion, 
within, on the applicability of Section 126.) 

It can be that I. T. 4027 is well 
supported by the case law. Accordingly, 
it can be concluded that, in the absence of 
clear evidence of a gift, death benefit pay- 
ments which do not qualify under Section 
22 (b) (1) (B) are income to the beneficiary. 


seen 


Income to Employee—What are the in- 
come tax consequences, if any, to the em- 
ployee when the employer institutes a death 
benefit plan? 

Although the promise of an insurance 
company to pay an employee in the future 
has been held to be equivalent to the re- 


11-2 ustc § 9539, 39 F. Supp. 537 (DC Mass.). 


’ Varnedoe v 
(2d) 467 (CCA-5), cert. den 
also, I. T. 3972, 1949-2 CB 15 

’Flarsheim v. U. 8., 46-1 
(2d) 105 (CCA-8) 

»Sutro v. U. 8., 
I. T. 3840, 47-1 CB 7 

1 Bausch’s Estate, 51-1 ust 
313 (CA-2); Estate of A. W. Davis, CCH Dec. 
19,136 (M), 11 TCM 814 (1952); cf. Hatch v 
Commissioner, 51-2 ustc {§ 9378, 190 F. (2d) 254 
(CA-2). 

2 Renton K. Brodie, CCH Dec. 
275 (1942); Sec. 22(b)(1)(B). 

3 Frederick J. Wolfe, CCH Dec 
689, (1947) aff'd, per curiam, 48-2 
170 F. (2d) 73 (CA-9). 

1* McLaughlin Cormley King Company, CCH 
Dec. 16,622, 11 TC 569 at 575 (1948). Quoted, 
with approval, in J. Putnam Inc., CCH Dec. 


New $5,000 Death Benefit 


Allen, 42-2 ustc {§ 9395, 158 F. 


330 U. S. 821; see, 


ustc {§ 9305, 156 F. 


42-2 usT< 


{ 9523 (DC Calif.): 


{ 9146, 186 F. (2d) 


12,907, 1 TC 


15,692, 8 TC 
ustc { 9397 


ceipt of cash by him,” the promise of his 
employer, no matter how irrevocable, will 
apparently not be considered as income to 
him.* Thus, even where a valid contract is 
created when the plan is instituted, the 


employee realizes no income. 


Deduction by Employer—The fact that 
death benefit payments are income to the 
recipient not necessarily mean that 
they are deductible by the employer. To be 
deductible the payments must be shown to 
be ordinary and necessary and reasonable 
in amount. 


does 


The Tax Court has summarized, in sev- 
eral decisions, the circumstances under 
which such payments will be deductible: 

“Tt is our conclusion that, in the absence 
of a contract liability, an established pen- 
sion policy, or a showing that such pay- 
ments were for past compensation and were 
reasonable in amount, the payments may 
not be deducted under Section 23 (a). We 
do not understand that petitioner claims 
that any business benefits flowed to it as a 
result of the payments in question.” ™ : 

Thus, there are four situations which will 
sustain a deduction: (1) payment under a 
contract, (2) payment under an established 
policy, (3) a reasonable payment for past 
services of the employee and (4) payment 
in return for business benefits, such as lower 
turnover in employees, less absenteeism and 
better workmanship. 

If there is a contract to pay death bene- 
fits and if the payments intended as 
compensation for past services and are rea- 


are 


sonable when added to the salary formerly 
paid, the corporation may deduct them.” 
But where the payments were not intended 
as compensation for past services but were 


substitutes for dividends to the decedent’s 


heirs, the payments were not deductible.” 
17.785. 15 TC 86, (acq.) 
Pfeifer Corporation, CCH 
569 (1950) 

1s Seavey v. Flarsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (1940) (acq.); 
H. T. Cushman Manufacturing Company, CCH 
Dec. 13,580(M), 2 TCM 978 (1943) (deductible 
even though the payments were to be reduced 
by any dividends paid on the stock held by 
the deceased officer of the corporation); Bleich- 
roeder, Bing & Company, Inc., CCH Dec. 
19,459(M), 13 TCM 117 (1953). 

1% Astorian-Budget Publishing Company, CCH 
Dec. 11,885, 44 BTA 969 (1941), (salary to be 
paid to decedent's widow as long as she held 
the inherited stock); Fifteenth d& Chestnut 
Realty Company, CCH Dec. 8408 29 BTA 1030 
(1934), (two principal stockholders agreed that, 
if one died, his salary would be paid to his 
estate as long as the survivor lived). 


and Frederick 
17,584, 14 TC 


(1950) 
Dec 


631 





If the payments, in reality, are to pur- 
chase a capital asset from the decedent or 
his estate, the payments are not deductible.” 
Thus, a death benefit payment promised in 
consideration of the employee’s covenant not 
to compete may be dangerous if the agree- 
ment can be construed as the purchase of 
goodwill by the employer.” 


Where there is an established policy of 
paying death benefits, a contract arises at 
the employee’s death; this supports the de- 
duction, assuming the payment is intended 
for past services and is reasonable in amount. 


If there is no contract or established 
pension policy, the payment is still deduc- 
tible if it can be shown that it is intended 
as compensation tor past 
amount.” In most cases, 
however, the proof on these two points has 
been short.” In 
parent that the 
was to aid the 
large 
not to 


services and is 


reasonable in 
several cases, it was ap 
motive for the 
widow, 
stockholder or a 


payments 

either a 
relative of 
compensate for her 
services.” 


who was 
one- 


husband's past 


Finally, even though there is no contract 
and the payment cannot be proved to be 
compensation for past services, it may be 
deducted if the employer can show a busi- 
benefit.*~ Apparently, the Commis- 
sioner takes the view that the payment of 


ness 


a deceased officer’s salary for only a short 
period after death is sufficient to give the 
maximum business benefits 
he has limited the 


By regulation, 
period for which deduc- 
tions for payments can be taken: 


“When the amount of the salary of an 
officer or employee is paid for a limited 
period after his death to his widow or heirs, 
in recognition of the services rendered by 
the individual, be de- 
ducted.” * 


such payments may 


The Tax Court has indicated 
“limited period” is 24 months.” 


that such 


Although the language of this limitation 


would seem applicable to all salary pay- 


ments where there is no contract or es- 


tablished pension policy, it is questionable 


CCH Dec. 3087, 
Pfeifer Corpora- 


"% Carpinter & Baker, Inc 
9 BTA 165 (1927); Frederick 
tion, cited at footnote 14 

8s Cf. Cox v. Helvering, (App. D. C 
4 ustc § 1296, 71 F. (2d) 987 (CA 
1934); Aaron Michaels, CCH Dec. 
TC17 

’ Taylor-Logan Company v. White, 3. ust 
f 1133, 65 F. (2d) 994 (CCA-1, 1933). 

2% Mobile Bar Pilots Association, 
9513, 35 BTA 12 (1936). 


1934) 
4-2. ¢ 
16,785, 12 


CCH Dec. 


632 August, 


1933 °@ 


whether it applies where the payment is for 
past services and is reasonable in amount.” 
However, if the death benefit is not de- 
cided on by the employer until after the 
employee's death, it might be better made as 
a lump-sum payment, rather than a con- 
tinuation of the employee’s salary. 

In summary, the 
contract, which meets the requirements of 
Section 22 (b) (1) (B), will not guarantee 
a deduction to the employer. The employer 
must show that the payment is intended as 
compensation for the past services of the 
employee and is reasonable, considering the 
salary formerly paid. 


mere existence of a 


If these requirements 
are met, the fact that payment of the death 
benefit is to be spread over more than 24 
months should not affect the deductibility 


Estate Tax Consequences—The greatest 
confusion over the tax [ 
death benefit 
tax field. 
contractual 


consequences OI a 
payment lies in the estate 
Here, again, the existence of a 
between the em- 
ployer and employee appears of paramount 
significance, although, admittedly, the courts 
have not always articulated their decisions 
in contract concepts. 


relationship 


The Bureau has recently issued G. C. M. 
27242,” effective as to 
July 1, 1952, 


benefit 


employees 
would make a 
includible in the 
the deceased employee in 
nearly every case. This ruling has so little 
support in the case law that it probably 
should be ignored, except as indicative of 
the government’s 
court decisions. 


dying 
aiter 
death 


PTOSS 


which 
payment 
estate of 


nonacquiescence in the 


Generally, the courts have 
where the employee had only a 
pectancy,” and a death benefit would be 
paid to his dependents, the amount 
not includible in his gross estate. 

The situation is a plan 
where the beneficiaries have no rights, even 
after the employee’s death. In J/ilinots Mer 
chants Trust Company.” the plan 
that pensions 
trustee’s 


held that, 
“mere ex- 


Was 


most obvious 


prov ided 
were payable solely in the 
discretion. Accordingly, the pen 


sion of $3,000 per year given to the deceased 


2 W. D. Haden Company, CCH Dec. 15,103(M), 


5 TCM 250 (1950), McLaughlin Cormley King 
Company, cited at footnote 14; J. Putnam Inc., 
cited at footnote 14 

2 Kanne v. Américan Factors Ltd., 48-1 ust 
{ 9150, 76 F. Supp. 33, (DC Hawaii). 

* Regs. 111 Sec. 29.23(a)-9. 

*7. Putnam, Inc., cited at footnote 14. 

* Lucas v. Ox Fibre Brush Company, 2 ust 
{ 522, 281 U. S. 115 (1930). 

*6 1952-10 IRB, p. 21 


7 CCH Dec. 4150, 12 BTA 818 (1928). 
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lf the death benefit contract comes 
into being prior to the employee's 
death, it appears that 

the amount is includible in the 
employee's gross estate. 


president’s widow was not includible in the 
employee's Estate of Emil A. 
Stake,~ the employee died at 54 vears ot 
age; the plan did not vest his pension rights 


estate. In 


until age 60. The employer voluntarily gave 
the widow a pension; the pension was held 
not includible in the employee’s gross estate. 

Even where the employee had retired, no 
part of the widow’s pension was includible 
where the employee’s rights under the plan 
could be 


pl y< ga 


modified at any time by 
In Dimock v 


choose a 


the em- 
Corwin,” the employee 
could beneficiary 


death, 


who, at his 
pay. If no 
designated or the bene- 
nciary died before the employee did and no 
other beneficiary was named, no benefits 
were paid. The employer reserved the right 
to modify the plan at any time prior to the 
employee’s death. The court held that the 
mere expectancy, not a 
property interest, and that the transfer was 
not one intended to take effect at or after 
death. The cited the Bureau ruling 
in G. C. M. 17817" that, where a plan was 
revocable up to the employee’s death, the 
death benefit includible in 
tate as property under Section 811 (a), or 
as insurance under Section 811 (g). 

The fact that established 
pension policy seems to make no difference. 
Where the death benefit payments were 
discretionary, the deceased had no interest 
taxable under Section 811 
retirement for the 


one 


would get 
beneficiary 


year’s 
Was 


employee had a 
court 
was not 


his es- 


there is an 


(a), although in 
past 15 years a 
death benefit had been paid equal to the 
the amount spelled out in the plan.” 


every 


On the other hand, where the death bene- 
fit is part of a 
tract, the 
least, 


binding 
benefits 


employment con- 
en includible, at 
looks to future 


Estate of 


have b 
where the contract 
services as consideration. In 

*CCH Dec. 16,862, 11 TC 817 (1948) (acq.) 

’Rstate of W. 8. Miller, CCH Dec. 17,610, 
14 TC 657 (1950) (nonacq.): Estate of F. M. 
Gordon, CCH Dec. 17,667(M), 9 TCM 424 (1950): 
similarly, in U. 8S. Trust Coipany of New York 
(Estate of C. H. Fletcher), CCH Dec. 3166 
9 BTA (1927) (acq.), where the deceased under 
a five-year employment contract was to get 
22 per cent of the profits and amounts not 
withdrawn at his death were not owed, but 
were paid to his executors, anyway. 


New $5,000 Death Benefit 


William L. Nevin® in order to persuade a 
superannuated trust manager to resign, the 
other trustees agreed to pay him a certain 
amount each year for ten if he 
died sooner, then to his widow. He died 
within six years and the remaining pay- 
ments were made to his widow. The present 
value of the payments made to the widow 
were includible in the decedent’s gross 
estate as a transfer intended to take effect at 
or after death. Similarly, see 4. W. Davis,™ 
where the deceased was promised a dis- 
missal pay of $40,000 in installments. He 
died after receiving $25,000 and, in accord- 
ance with the 


years, or, 


agreement, the remaining 
balance was paid to his widow. The value of 
what she received was includible in his gross 
estate under Section 811 (a). 


In Estate of Paul G. Leoni,”™ the employee 
entered into a new employment contract 
providing that, on his death before retire- 
ment, his salary should continue for six 
months to his widow and that she should 
also payments of $2,500 per 

The value of 
ments was includible as a 
Section 811 (c), 
the decedent’s 


receive 


year 
for eight 


pay- 
transfer under 
because, the court said, 
furnished the con- 


years. these 


services 
sideration for her rights. 


A decision which seems to explore the 
outside fringe of nontaxability is Estate of 
Eugene F. Saxton.* There the employer set 
up a profit-sharing trust for a term of ten 
years. The corpus consisted of contribu- 
tions by the employer of $25,000 in 1941 
and $5,000 in 1942. These amounts were set 
aside by the board of directors as proper 
compensation earned by the 14 beneficiaries 
for the years in which the 
were made. At the 
distribution 


contributions 
end of the ten years, 
was to be made to certain 
named employees, or, on death, to the bene- 
ficiary named in the employee's will, or, in de 
fault, to his issue. Saxton died without naming 
a beneficiary in his will, so the amount was 
paid to his issue. The Tax Court held that this 
amount was not includible in his gross 
estate because the profit-sharing trust had 
been set up voluntarily by the employer. 
The employer was under no obligation to 
pay additional compensation to the employee. 


% 37-1 ustc § 9270, 19 F. Supp. 56 (DC) 


31 1937-1 CB 281. This ruling was expressly 
modified by G. C. M. 27242, cited at footnote 26 

% Estate of A. L. Salt, CCH Dec. 18,449, 17 TC 
92 (1951) (acq.). 

*% CCH Dec. 16,498, 11 TC 59 

%4 Cited at footnote 11. 

% CCH Dec. 16,657(M), 7 TCM 759 (1948). 

“CCH Dec. 16,914, 12 TC 569 (1949). The 
Commissioner's original acquiescence was with- 
drawn and nonacquiescence noted. 


(1948) (acq.) 
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The distinction between this case and 
. Estate of Paul G. Leoni seems to be that here 
the profit-sharing trust was set up as com- 
pensation for past while Leoni’s 
future services were the consideration for his 
widow’s benefits. Although Saxton’s rights 
were vested according to the trust instru- 
ment, the probably not 
forceable, the consideration was 
Apparently, there had been 
no mention of the plan prior to the time 
the trust was up, so Saxton had not 
worked on it. It not clear 
from the facts whether Saxton would have 
forfeited his rights if he 


services, 


contract was en- 
because 
past services. 
set 
in reliance is 
had quit. 
Of course, the return of any contributions 
paid into the plan by the employee, plus 


interest, are includible in his gross estate.” 


To summarize, if the death benefit 
tract prior to the em- 
ployee’s death, it appears that the amount is 
includible in the estate. 
Where the plan is revocable prior to the 
employee's death, the employee, 


under the case law, has a mere expectancy. 


con- 


comes into being 


employee *s 


gross 
however, 


Since this is not a property interest, nothing 
can be included 
Section 811 Neither would there seem 
to be under Section 811 (c) or 
(d), because a “transfer” implies that some 
thing 


in his estate under 


PTOSsSS 
(a). 
a transliet 


is transferred. 


811 (f), covering powers of ap- 
pointment, does not offer much hope to the 
Commissioner either. Under the Powers 
of Appointment Act of 1951, the only 
powers taxable are those to appoint to the 


section 


decedent, his estate, his creditors or creditors 
of his estate. By denying to the employee 
the right to designate persons, his 
power would be exempt under Section 811 (f). 


these 


As to Section 811 (g) it appears doubtful 
that a death benefit paid by an employer 
could be 
pecially, since it was considered necessary 
to amend Section 22 (b) (1) (B) to make 
death benefit payments exempt from income 
tax 


subject to tax as insurance,” es- 


Insurance proceeds were already ex- 
empt from income tax. Furthermore, even 
G. C. M. 27242 not rule beneficiaries 
taxable under Section 811 (g), but only un- 
der Sections 811 (a), (c), (d) and (f). 


does 


The Commissioner has recently waged a 


successful attack on death benefits, paid 


** Kernochan v. U. S., 39-2 ustc § 9754, 29 F 
Supp. 860 (Ct. Cls.) cert. den. 309 U. S. 675. 

%*R. F. Knight (Estate of J. G. McConkey) 
v. Finnegan, 47-2 ustc { 10,589, 74 Supp. 900 
(DC Mo.). 

»” Commissioner’ v. 
M. Strauss), 50-1 
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Treganowan 
{ 10,770, 


(Estate of 
183 F. (2d) 288 


usTt 
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by the New York Stock Exchange, 
ground they are insurance.” There, a 
$20,000 death benefit was payable to the 
relatives of the deceased member as named 
in the exchange’s constitution. However, 
under the plan, members paid $15 to the 
fund upon admission and a $15 additional 
assessment whenever any member died. 
The contingent assessment provisions were 
the basis of the holding that the plan con- 
stituted insurance. 


on the 


Thus, it would appear that, by making the 
death benefit plan revocable until the em- 
ployee’s death, the estate tax may be avoided. 
In spite of the array of authority on the 
taxpayer’s side, however, G. C. M. 27242 
indicates that to report 
death benefit battle it 
with the 


failing 
to 


estates 
will have 
Commissioner. 


a 
« 


out 


Section 126—Although death benefits re- 
ceived by the widow are income to her 
to I. T. 4027, without resort to 
Section 126, the applicability of Section 126 


according 


is important in those cases where an estate 
tax may be imposed, because amounts taxed 
as income under 126 entitled to 
a deduction for the applicable estate tax paid. 


Section are 


the 
decisions, it 
payments will 
except where 


Under 
tax 


te 


the 
that 


estate tax 


present status of 


not 


esta 
does 
be subject 
there valid contract ex- 
isting prior to the employee’s death under 


appear any 


to 


is a 


which the beneficiary is a third party bene- 
ficiary. In that situation, does Section 126 
apply? In other right of 
third party from 
decedent? 


words, is the a 


beneficiary ac quired the 


Section 126 
a decedent” 


of the death of the decedent, acquires the 
right 


taxes “income in respect ot 


to “the person who, by reason 


to receive the amount 


Thus, extracted from its context, this lan 
guage might seem to subject death benefits 
to income tax in the hands of the recipients. 
A review of the behind 
Section 126, however, demonstrates clearly 


legislative history 


that it was intended to cover only income 
which would have been taxed 
dent had lived Since 
obviously never a 
death benefit payment, 
seem to have no application 


to the dece 
the 
right to 
Section 


he employee 
rece iv e 


126 


has a 


would 


(CCA-2), cert. den. 340 U. S 
William E 
110 (1951), 
Trust 
10,779, 
R. A. 
(1945). 


853: Estate of 
Edmonds, CCH Dec. 18,040, 16 TC 
contra: Central Hanover Bank € 
Company (Norton Estate), CCH Dec. 
40 BTA 268 (1939) (acq.). Cf. Estate of 
Casilear, CCH Dec. 14,824(M), 4 TCM 970 
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Generally, this seems to be the 
position. Note that no mention of Séction 
126 is made in I, T. 4027.“ Taxability is 
grounded on Section 22(a). 


Jureau’s 


One decision casting doubt on this inter- 
pretation, however, is Bausch’s Estate.” In 
that case, the corporation voluntarily paid 
the salary of its officer to his 
The amount was held 
the estate under Section 126 in 

obvious that 
had no right to the payment 
death. The court indicated 
sidered the estate of the 


deceased 
estate for one year, 
income to 
spite of the fact the decedent 
prior to his 
that it 
employee as a 
continuation of the legal personality of the 
employee. 


con- 


Perhaps the result can be 
analogy to the 


explained by 
title doctrine.* 
Bausch case may 
have considered that the recipient acquired 
a right from the decedent, 
deceased employee's 


worthier 
However, the court in the 


because the 
earned the 
income, even though the employee himself 
had no right to the payment. In Alice M 

court indicated that the 
Bausch rule is confined to payments to the 
deceased employee's estate. 


services 


MacFarlane,“ the 


Only 
vive 


further 
answers to 


court interpretations can 
Mean- 
while, where an estate tax is imposed, a 
deduction, under Section 126(c), should be 


taken against the income of 


these questi ns. 


the beneficiaries 


The 


where 


fact that death 
there is no 


benefit 
contract 


payments, 
prior to the 
employee’s death, are not taxable income to 
the recipient under the 
Section 126 seems a 
indication of the lack of merit in G. C. M. 
27242. Under that ruling, amounts would 
be subjected to estate tax but no deduction 
would be given the recipient for such estate 
tax, because the 


historical inter- 


pretation of further 


amounts would not be 
includible in the recipient’s income under 
Section 126(a), but Sec- 
tion 22(a). 


under general 


Several -Corporations—The 
Section 22(b)(1)(B) are not 
$5.000 for 


benefits of 
limited to 
person, but for each em- 
Thus, where a person is employed 


each 
ployer. 
by several companies, each employer could 
pay $5,000 to the employee’s beneficiaries 
tax-free. 


” Cited at footnote 3. 

* Cited at footnote 11. 

** Under this doctrine, a transfer from A to 
A's estate or heirs is presumed to descend to 
the takers by inheritance and not by purchase 
Doctor v. Hughes, 225 N. Y. 305, 122 N. E 
221 (1919). 
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State Tax Consequences 


Needless to say, the state income, gilt 
and inheritance tax consequences of death 
benefit payments must be determined by an 
examination of the local tax law. And, even 
though the law may be similar to the federal 
provisions, it assumed that the 
state’s interpretation will be the same, or 
that federal court decisions will be followed. 


cannot be 


In many states, payments to the depend- 
ents of a deceased employee are not income 
to the recipients, presumably because the 
beneficiary rendered no service. 

On the other hand, it may be more dif- 
ficult for the employer to deduct such pay- 
ments. For Rule 163 of the 
Wisconsin Department of Taxation provides 
that, to be deductible, pension payments to 


instance, 


an employee’s family must meet three re- 
quirements: They must be ordinary and 
necessary, reasonable in amount, consider- 
ing the services rendered by the employee, 
and paid pursuant to an established policy 
of the company or an agreement 
the company and the employee 


between 


In several cases, the salary of an officer 
paid, after his death, to his widow has been 
disallowed. In Brandt Automatic Cashier 
Company v. Wisconsin Department of Taxa- 
tion,“ the corporation passed a resolution 
after the officer’s death to pay $57.70 per 
month to the widow for the rest of her life. 
It had no previous policy of making such 
payments. Accordingly, the amount was 
disallowed as a deduction to the corporation 


Similarly, in Radio Specialty Company, 
and H. G.’Weber Company, Inc.“ the pay- 
ments were disallowed where there was no 
showing of any such payments in the past 
In the latter case, the court recognized that, 
under Regulations 111, Section 29.23(a)-9, 
such payments were permitted for federal 
income tax purposes but stated that there 
was no similar state rule and that, in the 
absence of an agreement between the em- 
ployee and employer, such payments could 


not be 


considered ordinary and 


necessary. 


There also may be serious gift tax con 
sequences in these payments where there is 
no agreement or established plan. Under 
Wisconsin law, the corporation is conceived 
as the donor of gifts—not the stockholders, 


as under the federal gift tax law.” Thus, 


* Cited at footnote 6 

“2 WBTA 431 (1945). 

4° CCH Wisconsin State Tax Reports, { 200-582 
(September 8, 1952). 

#3 WBTA 114 (1946). 

* Regs. 108, Sec. 86.2(a)(1) 





where the deductible as 
compensation, it is concluded that they are 
gifts and subject to tax at the highest rate 
(10.4 per cent) because the corporation is a 
stranger to the donee. 


payments are not 


This conclusion that the payment is a gift 
does not necessarily follow, The fact that the 
payment is not an allowable deduction because 
it is not ordinary and necessary does not make 
it a gift. It may be merely nondeductible. 
If the corporation’s board of directors in- 
tended the payment as compensation for 
past services, that intent should 
the conclusion that it is a gift 

The gift 
Wisconsin 


negative 


theory was used in 
Department of 
was unable to 


Spangler vw. 
Taxation.” The 
show an established 
policy of making such payments in the past 


company 


and relied principally upon Section 72.80(5) 
of the Wisconsin law, which exempts from 
the giit tax transters of money by any col 
poration to any person to cover death bene 
fits or pensions for its employees. The 
Wisconsin held that this section ap 
plies only to death benefit plans covering a 


court 


group of employees and that payments to a 


single employee’s widow 


were not within 


the exemption 


State inheritance tax rulings on 
taking effect at death may 
stringent than the federal interpretation. 
A particular state’s definition of “insurance” 


conceivably may be 


transters 


be more of less 


broad enough to 


exemption to 


give 
death 
appomtment are not 
inheritance tax in 
Illinois, 


inheritance tax 
benefits 

subject to 
such as 


some 
Powers of 
some states, 
while, in others, 
law may offer fewer exemptions than under 


the federal estate tax. 


Many 


copy 


present 


states show an obvious desire to 
the federal law on taxing 
taking effect at death, insurance 


of appointment, 


transters 
, and powers 
but, due to the 
meetings of legislatures, they 
behind by 


biennial 
usually 
three amendments 


trail 
two or 


Thus, the effect of state taxing laws can- 
not be ignored. A study of the income, gift 
and inheritance tax 
volved 1S 


each 
to properly 


laws of State in 
essential 


death benefit plan 


evaluate a 


Funding with Life Insurance 


The analysis has been made 
on the assumption that these death benefits 


foregoing 


#G. C. M. 
v. Bonwit, 
(CCA-2), 
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16069, XV-1 CB 84; Commisisoner 
37-1 vustc § 9104, 87 F. (2d) 764 
cert. den. 302 U. S. 694. Group life 


August, 


paid 


i 


Under a death benefit plan funded by 
insurance where payment will be 
made directly to the beneficiary by 
the insurance company, each premium 
paid by the employer is taxable 
income to the employee, if the 
employee's rights are nonforfeitable. 


were not funded through the purchase of 
life insurance 
will 


However, many employers 
want to use life insurance because it 
provides a liquid fund upon the employee’s 
death. Its use also gives the employee a feel- 
ing of security in knowing his beneficiaries 
will not have to depend upon the employer's 
financial condition at the date ot his death 


Unfortunately, certain tax problems arise 
when introduced into 
The life insurance underwriter should 
be thoroughly 


insurance 1S these 
plans. 
these 

client 


without 


aware of pitfalls, so 
with the 


ensnarling 


that he can provide his 


benefits of insurance 


him in tax difficulties 


Generally, if the employer pays an in 


surance premium on a policy on the life of 
emplover is not the 


beneficiary, the net premium is taxable in 


an employee and the 


come to the employee, if his rights are non 
forfeitable, whether or not he can designate 
Section 22(b)(1)(B) ap 
affect this 
to the death benefit received 
by the beneficiary 


the beneficiary.” 
parently 
it relates only 


becaus¢ 


does not rule 


Thus, under a death benefit plan funded 


where be made 


by insurance will 


payment 


directly to the 


beneficiary by the insurance 


company, each 


premium paid by the em 


plover is taxable 


income to the employee, 
if the employee’s rights are nonforfeitabl 


The employee's 
be nonforfeitabl 
exists at the 


rights would appear to 


whenever a valid contract 


time the premiums are paid.” 


It is doubtful whether a nonforfeitabl 
arrangement, where the insurance proceeds 
are payable to the employer and a separate 
contract is made between the employer and 
the employee, will avoid this income tax 
Probably, the employer would be considered 
a mere conduit through which the proceeds 
are sure to from the 
pany to the beneficiary 
would still be 


pass insurance 
and the 


taxed as 


com- 
premiums 


income each 


insurance is exempt (Regs. 111, Sec. 29.22(a)-3). 


As to the meaning 


of nonforfeitable, see 
Regs. 111, Sec. 29.165-7. 
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year to the employee. The employer, of 
would get a deduction for each 
premium paid as additional compensation, 


assuming the amount is 


course, 


reasonable.” 


If the death benefit plan is revocable, or 
is contingent upon the employee's perform- 
ance, the employee would not seem to be 
taxable currently on the premiums paid. 
However, neither would the premiums seem 
to be deductible by 


the employee’s rights are forfeitable.” 


the employer, because 
Any 
death benefit plan would appear to be a 
“plan deferring the receipt of compen- 
sation” so that amounts to be deductible 
must meet the requirements of Section 
23(p)(1)(D). In other words, the em- 
plovee’s must be nonforfeitable at 


employer pays the premiums 


rights 
the time the 


Furthermore, the employer cannot deduct 
death benefit at the time it is paid to 


insurance 


the beneficiary by the 


company, 
employer will not be making 
the payment. Under 111, Sec- 
tion 29.23(p)-11, an who 
tributes to a 


because the 
Regulations 


employer con- 


nonqualified plan where the 
employee's rights are forfeitable, 


g will not 
any 


as ir 


get a deduction taxable 


year 


This regulation has ‘never been tested, but 


several leading writers appear to 


I agree 
witl 


this view 


Payment to the beneficiary direct trom 


the insurance 


company would also 


from the 


seem 
viewpoint of the 
Insurance payable to 
other than to the estate 
is includible in the insured’s 
estate if he either (1) directly or 
indirectly paid the premiums, or (2) 


disadvantageous 
federal estate tax 
the beneficiaries 
of the insured 
gross 
pos- 
sessed incidents of ownership at his death, 
such as the right to change the beneficiary 
105, 81.27(a) pro- 
vides, as to indirect payment of premiums 


Regulations Section 


‘A payment is also made by the decedent 
if the decedent’s employer makes the pay- 
ment as compensation for services.” 


if Judson C. Welliver,™ the court 
approved this regulation and held that the 
employee’s right to designate the 
f group insurance was an 
of ownership.” 


bene- 


hiciary of “incident 


The best solution seems to make the plan 
revocable, or contingent upon the emplovee’s 
Regs. 111, Sec. 
Company, CCH Dee. 5315 
(aca.): Brown Agency, 
21 BTA 1111 (1931) (acq.) 
?Omaha Elevator Company, CCH Dec. 
6 BTA 817 (1927) 
‘See, for example, K. Raymond Clark, Profit 
Sharing and Pension Plans, p. 322. 
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Berizzi Brothers 
16 BTA 1307 (1929) 
Inc., CCH Dee. 6615, 


29.24-3 ; 


2341, 


performance, and, also, to name the em- 
ployer as beneficiary of the insurance, Thus, 
the employee will not be subject currently 
to income tax on the premiums because 
his rights are forfeitable; and the employer 
should get a deduction for the amount of 
the death benefit when paid, because it will 
be making the payment and will come with- 
in Section 23(p)(1)(D) 
8ll(gz) will not 
cause there is no “insurance.” 


For estate tax, 
be operative be- 


55 


Section 


Even this arrangement may be questioned 
where the employee covered is a majority 
stockholder, It may be argued that the 
corporation has indirectly paid a dividend 
because the stockholders are benefited.” It 
may also be argued that, in view of such 
stockholder’s voting 
reality, are 


control, his 
nonforfeitable 
premium is taxable to him. 


rights, in 
and, so, each 
These argu- 
ments, however, ignore the separateness of 
the corporate entity and the fiduciary duty 
of an officer and director to minority stock- 
holders. Future events might require the 
insurance to be surrendered for cash to 
meet needs. Also overlooked is 
that the employee-stockholder 
may sell his stock, or part of it, and so lose 
his voting control 


As to the 


insurance are 


business 
the possibility 


beneficiary, the proceeds of 
exempt from income tax 
Section 22(b)(1)(A); so, the bene- 
should not be taxed where the in- 
surance is paid directly to her, 
regardless of whether the employee’s rights 
forfeitable. Where the 
the beneficiary of the 
ficiary of the death benefit would 
ably be exempt only on the 
under Section 22(b)(1)(B) 


unde r 
ficiary 
him or 
were employer is 
insurance, the bene- 
presum- 
first $5,000 


Under a Qualified Plan 


What are the problems where the death 
benefit is payable as a part of a plan which 
qualifies under Section 165(a) ? 


Income to Beneficiary—The first difficulty 
is that, in a qualified plan, a trust or an 
insurance fund the 
Since ihe trust, or insurance 
company, is the one obligated to make the 
payment, is the amount paid “under a con- 
tract of an employer”? 


company is used to 


death benefit 


CCH Dec. 15,567, 8 TC 165 (1947) 

% Estate of Edward Doerken, CCH Dec 
46 BTA 809 (1942). 

“Cf. Casper Ranger Construction 
CCH Dec. 345, 1 BTA 942 
3 CB.182: ©. Tt. aan, 
Richards Theatres, 
ustc § 9170, 153 F 


12,477, 


Company, 
(1925): O. D. 659, 
V-1 CB 67: Paramount- 
Inc. v. Commissioner, 46-1 
(2d) 602 (CCA-5) 
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The way most plans are written, the 
employer announces the terms and indicates 
that it will continue making contributions to 
the trust, or insurance until 
ness conditions dictate otherwise. It is 
provided that, in any event, no 
change in the plan can be made which will 
affect adversely the participant’s rights in 
benefits already purchased by 
contributions. If the 
working until his 
this offer, it would appear that a contract 
arises, at least at the date of his death, 
which qualifies under Section 22(b)(1)(B) 


The Regulations 111, Section 
(b) (1)-2 interpreting Section 22 (b) (1) (B) 
adopt 


carrier, busi- 


usually 
the employer’s 


employee 
death, in 


continues 
reliance on 


new 29.22 


this view, 


“Where a payment is 
of the death of 
fund or a 


Stating 


made on account 
a welfare 
pension trust 
165(a) in pursuance 


entered into by an 


an employee by 
trust, including a 


exempt under Section 


ot an agreement em- 
ployer of the deceased employee, the pay- 
ment shall be 
by the 


section.’ 


considered to have been made 


employer for the purpose of this 


Thus, the 
committe 


requirement of the 
report that must be “an 
express contract under which the employer 
is legally obligated to pay the 
is ignored. 


Senate 
there 


amounts” 


The second hurdle is Section 165(b) 
section 


This 
taxability of all dis- 
tributions from a qualified trust. However, 
Section 22(b)(1)(A), relating to the exemp 
tion of 


governs the 


insurance proceeds, has been con- 
strued to supersede Section 165(b) 


, so that, 
where the distribution 


from the trust is in 


reality the proceeds of insurance, the pro- 


ceeds are exempt from income tax in the 
beneficiaries’ hands.” Apparently, new Sec- 
tion 22(b)(1)(B) likewise supersedes Sec 
tion 165, so that the distribution of a death 
benefit from a qualified trust can be exempt 
up to $5,000;" the new regulations contain 


an example involving a qualified trust 


As to amounts over $5,000, these would 
still be taxable under Section 165. Con- 
sequently, if the plan is trusteed, a lump- 
sum death benefit would be subject to 
long-term capital gain treatment, but not 
if paid under a nontrusteed plan.” Presum- 
ably, would be de- 
ducted first and then the balance would be 
treated as 
applicable 


the $5,000 exemption 
a long-term capital gain where 


7. T. 3993, 1950-1 CB 75. 
% Apparently PS No. 63, May 5, 1950, should 
be modified to this extent 
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Where the annuity purchased for the 
retired employee carries a refund 
provision if the employee does not 
live long enough to receive in 
payments the consideration paid, it 
appears that no exclusion is 
allowable to the refund beneficiary. 


The third problem which seems likely 
to arise often in connection with qualified 
plans is whether the amount is “paid by 
reason of the death of the employee.” Due 
to the complicated benefit provisions of many 
ot these plans, 
22(b) (1) (B) 


litigation 


this requirement of Section 


may be the much 


source of 

Where the death benefit is paid in addi- 
tion to the pension benefits and is payable 
in any event, Section 22(b)(1)(B) would 
For example, the situation 
Trust Service (PS) 
ruling Number 63,” where the exempt trust 
provided for a lump-sum payment to the 
beneficiary of a deceased employee in addi 
tion to the pension benefits, reveals clearly 
an amount “paid by reason of the death of 
the employee.” 


seem to apply. 


outlined in Pension 


On the other extreme, a refund of the 
employee’s contributions clearly would not 
be a death benefit 
from income tax 
the amount 
$5,000. The 


“Any part of a death payment which is 
attributable to the contributions of the em 
ployee shall be disregarded in determining 
the amount paid by an employer.” 


Such a refund is exempt 
as a return of capital and 
should not 
new 


reduce the exempt 
regulations state: 


In a commendable 


effort to reduce the 
confusion on this issue, the new regulations 
set forth several examples to delineate more 
clearly when a payment is “paid by reason 
of the death of the employee.” Example 
(3) in the regulations illustrates an annuity 
for a certain term, purchased for a retired 
employee who dies before the end of the 
term. The remaining installments are pay- 
able to his widow, but no exclusion from 
gross income is allowed to the widow be- 
cause the employee's right to the payments 
was nonforfeitable from the date of his re 
tirement. 


Where the annuity purchased for the re- 
tired employee carries a refund provision it 

%® G. C. M. 25358, 1947-2 CB 90; 
August 12, 1947. 

® Cited at footnote 58. 
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the employee does not live long enough to 
receive in payments the consideration paid, 
it also appears that no exclusion is allowable 
to the refund beneficiary. 
tions state: 


The new regula- 


“Amounts to which 
applicable include amounts paid by 
or on behalf of an employer to the survivor 


the exclusion is not 


of a deceased retired employee as a Sur- 
vivor’s annuity.” 


Note that this sentence 
“retired employee.” 


refers only to a 
Thus, even under the 
same plan, different results may obtain, de- 
pending upon whether the employee dies 
before or after retirement, because, in many 
plans, the death benefit is payable only if 
After 
retirement, his pension rights become non- 
forfeitable 
to be 
would 


the employee dies before retirement. 


and the beneficiary would seem 
receiving what the 
received if he 


only employee 


have had lived. 


In other plans, the employee’s rights may 
become nonforfeitable after a fixed period 
of service. Example (5) of the new regula- 
tions illustrates a plan where, after ten years 
of service, an employee could voluntarily 
terminate his employment and receive a per- 
centage of the reserve provided for the em- 
ployee in the pension trust fund as follows: 

to 15 vear r servic cent: 15 

20 years of service, 50 per cent; 20 to 
25 vears of service, 75 per cent; 25 years of 
over, 100 per cent In 
died 


retirement age and, under the 


% 


< per 


service or the ex- 


ample, the employee before reaching 

terms of the 
plan, his beneficiary was paid the same per- 
of the reserve which he would have 
received had he terminated his employment. 
No exclusion is allowable to the beneficiary 
because the employee, prior to his death, 


had a nonforfeitable right to the amount paid. 


centage 


However, where the employee’s benefici- 
ary receives more than the employee was 
entitled to, the difference is excludable Ex- 
ample (4) of the new regulations illustrates 
this situation im connection with a profit-shar- 
ing plan: At his death, the employee had been 
a participant for three years and, on voluntary 
termination of employment, could have received 
30 per cent of the accumulation in his account. 
Under the terms of the plan, the 
accumulation in his account 


entire 
was paid to 
Under these facts, 70 per 
cent of the reserve, in which the employee’s 
rights were forfeitable immediately prior 
to his death, qualifies for exclusion under 
Section 22 (b) (1) (B). 


his beneficiary 


Cited at footnote 57. 
August 29, 1944. 
68 PS No. 27, September 2, 1944. 


New $5,000 Death Benefit 


Situations may arise where both the in- 
surance exemption and the $5,000 exemption 
seem applicable. I. T. 3993 outlines such 
a situation (although issued prior to the 
Act of 1951). In that situation, 
the qualified trust purchased retirement in- 
come endowment insurance. Under this 
type of policy, a reserve is accumulated over 
the years to secure the pension or other 
deferred benefits payable on the employee’s 
retirement. If the employee dies before 
retirement, the face amount of the policy 
is paid to his beneficiary, 
is made up of the 


Revenue 


This face amount 
reserve accumulated to 
the date of his death plus life insurance for 
the balance. I. T. 3993 ruled that only the 
amount paid over the reserve was 
exempt as insurance under now 
Section 22 (b) (1) (A). Presumably, now, 
the reserve also would be exempt up to 
$5,000 under Section 22 (b)(1)(B), except 
to the extent that the employee had non- 


excess 


what is 


forfeitable rights in the reserve immediately 
prior to his death 

If the death benefit is part of a qualified 
plan, there is some doubt as to whether the 
employee can be denied the right to desig- 
nate as beneficiaries his creditors, his es 
tate, or creditors of his estate, so as to make 
his right an exempt power of appointment 
under Section 811 (f). Under PS Number 
19," “an employee must be given the right 
to designate his own beneficiary and that 
right may not be curtailed or restricted.” 

Otherwise, the plan is not “for the ex- 
clusive benefit of the employee.” PS 19 
cites Regulations 111, Section 29,165-1 (a), 
which include the 
estate of the « mpl yee. 


defines beneficiaries to 


Apparently a death benefit plan need not 
be incorporated into an existing qualified 
pension, profit-sharing or stock bonus plan. 
The death benefit plan may be set up for 
only certain key without im- 
pairing the qualification of an existing quali- 
fied pension, profit-sharing or stock bonus 
plan.® 


employees, 


Income to Employee—Where life insur- 
ance protection is given under a qualified 


plan by employer contributions, the 
of current protection is taxable income each 


year to the employee.” 


cost 


If the employee 
is given vested rights in paid-up insurance, 
this amount also is taxed to the employee.” 
This result is considered necessary because 
the employer is given a deduction for con- 


tributions to a qualified plan at the time of 


* Regs. 111, Sec. 29.165-6 
® PS No. 65, November 10, 1950. 





the contribution, even though the employee’s 
rights may be forfeitable 


The effect of the rule is to tax currently 
to the employee all amounts contributed by 
the employer to buy insurance. The rest 
of the employer’s contribution builds a re- 
serve for the retirement benefits and is 
taxed as it is paid out to the employee or 
to his beneficiary. Thus, nothing but the 
income earned during the period of the plan 


escapes taxation. 


If the reserve for retirement benefits is 
now exempt under Section 22 (b) (1) (B) 
to the extent of $5,000, when paid out to 
the beneficiary on the death, 
will an effort be made to tax currently to 
the employee the portion of the employer’s 
contribution attributable to this exempt re- 
serve? 


employee's 


If it is not, that amount will escape 
taxation. However, there appears no statu- 
amounts to the 
If taxed when contributed, diff 


would 


tory basis for taxing such 
employee 
culties where the 
employee does not die and begins receiving 


payments from this reserve. 


arise, of course, 


Contract of an Employer 


The foremost requirement of Section 22 


(b) (1) (B) is “a contract of an employer 
Presumably this valid 
under the applicable local law 

attorney drafting 
with the 


refers to a contract 
Thus, an 
must be 
contracts. 
If the employer is a corporation, any limi- 
tations on the 


such a contract 
familiar local law of 


power of a corporation to 
into such a contract, in that jurisdic- 


tion or in the 


enter 
state of the corporation’s 


domicile, may also be relevant. 


Conceivably, a 
“contract” for the 


definition of a 
purpose of 2 


uniform 
Section 22 
(b) (1) (B) could be imposed by the fed- 
eral that the tax 
quences would not be 


government so conse- 
dependent on local 
However, Congress has not indicated 
any such intent, and, furthermore, any such 
uniform definition could not depart mate- 
rially from the well established 
law of contracts. 


law. 


common 


Thus, a knowledge of the general law of 
contracts applicable to employee benefit 
plans is essential; first, to determine if 
Section 22 (b) (1) (B) is applicable, and 


“See text at p. 632, as to difficulties in 
obtaining the employer's deduction where the 
payments are for the employee's covenant not 
to compete 

* 96 ALR 1093: Robinson v. Standard Oil Com- 
pany of Louisiana, 180 So. 237 (La. App., 1938): 
Richardson v. Pacific Light Company, 11 Wash. 


640 


August, 1953 ° 


second, to determine the other tax conse- 
quences of the plan which, as we have seen, 
are dependent on whether, how and when 
the contract came into being. 


Generally, 
the bilateral contract (a 
promise) and the 
promise for an act). 


contracts are of two kinds: 
promise Tor a 


unilateral contract (a 


Clearly a bilateral contract is within the 
meaning of Section 22 (b) (1) (B) An 
entered into during the 
of employment between the employer and 
employee, under which the employer prom- 
ises to pay a death benefit to a beneficiary 


agreement course 


of the employee’s choice and the employee 
promises to continue to work for the em 
ployer at the standard rate of pay for his 
position until his death, or retirement, would 
constitute such a bilateral contract. Or on 
agreement into at the time of t 
employee’s retirement, wherein the employer 
promises to pay a death benefit and the 
employee promises to render consulting serv 
ice upon 


entered 


i¢ 


and agrees not to work 
: 66 
in any similar employment “ would also con 


stitute a valid 


request 


bilateral contract, assuming 


the employee’s promise has value 


Where the contract is unilateral, as where 
the employer promises a death benefit to an 
employee if he works until death, or re 
tirement, the employee makes no promise; 
but a binding contract arises when the em 
performs the act that 


death 


ployee requested, 


is, when he continues to work until 


or retirement.” 
Since an offer of 
revocable 


a unilateral contract 1s 
until the promisee has 
substantial performance of the act 
requested, the fact that the employer re- 
serves the right to revoke the plan does not 
prevent a valid contract 
Psutka v. Michigan Alkali Company,” the em- 
ployer promulgated a death benefit plan 
offering to pay a stated sum on the death 
of an employee while in its employ. The 
employee died while in good standing and 
his parents, who were 
in the plan (in the absence of a wife or 
children), sued for the death benefit. The 
employer defended on the ground that the 
plan by its terms was purely voluntary and 
expressly conferred no legal rights on any 
employee: 


always 
given 


from arising. In 


beneficiaries named 


(2d) 288. 118 Pac. (2d) 985 (1941): In re Wood’s 
Estate, 299 Mich. 635, 1 N. W. (2d) 19 (1941) 

* 274 Mich, 318, 264 N. W. 385 (1936). Al- 
though this was a fiveto-four decision of the 
Michigan Supreme Court, the Bureau has ap- 
proved the decision, citing it as authority in 
I. T. 3840, 47-1 CB 7 
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“24. This pension plan is a purely volun- 
tary provision for the benefit of employees 
superannuated or totally incapacitated after 
long and faithful service, and constitutes 
no contract and confers no legal rights upon 
any employee.” 


The court held that, regardless of the 
employer's power to revoke prior to the 
employee’s death, once the employee had 
died and so completed his performance, a 
valid contract arose upon which the parents 
could recover 


It is, of course, that the em- 
ployee know of the plan and work in reli- 
ance upon it;” but courts have been liberal 
in finding that an employee worked in re- 
liance on the plan. In Hunter v. Sparling,” 
the plaintiff worked for the employer bank 
from 1892 to 1941. He had heard that the 
employer had a retirement plan for all em- 
ployees having over ten 

he did not know the formula used in com- 
puting benefits because it was written in 
Japanese. Nevertheless, the court held that 
the employer’s agreement to pay him $40,000 
at the 


necessary 


years service but 


time of his retirement constituted an 
enforceable obligation based on a contract 


On _ the 
reluctant 


hand, courts have been 


to apply the rule of 


othe 
substantial 
performance of these unilateral employment 
contracts. Zwolanek v. Baker Manufacturing 
Company, the by-laws of the corporation 
stated that the employees would share in 
profits if more than 4,500 
100 consecutive weeks. The 
plaintiff was discharged without cause just 
one day before he met the this 
offer. The court held that there was a valid 
contract based on the 
and the 


they worked 


hours during 


terms ol 


substantial perform- 
employee was entitled to his 
profits. However, in Wallace 
v. Northern Ohio Traction & Light Company,” 

pension plan for all employees with 20 

I s’ sé rvic¢ 
cause of the 
employee S 


} 


Dut new 


ance 


share of the 


65 was cancelled be- 
The 


were 


and age 
depression pensions of 
continued 
employees retiring were given no 

The court keld that, since the 
plaintiff did not have 20 years’ service and 
was not 65 years old at the time the plan 


had 


even 


already retired 


pt nsions 


as cancelled, he right 


met 


no contractual 
though he had 


alifications before his discharge 


the pension 


t] 1 
nese q 


Apparently the plan, by its terms, can be 


made revocable even after the death of the 


® Wilson v. Rudolph Wurlitzer Company, 48 
Ohio App. 450, 194 N. E. 441 (1934) 

’87 Calif. App. (2d) 711, 197 Pac. 
(1948) 


(2d) 807 
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employee, but very strong and clear intent 
is necessary. In Nephi Y. Schofield v. Zion's 
Co-operative Mercantile Institution,” the em- 
ployer’s pension plan employees 
retiring with 20-years’ service at age 65. 
The plan, as it appeared in a booklet dis- 
tributed to employees, expressly reserved 
the right to modify both the benefit rules 
and the pension: 


“15. Neither the action of the Board of 
Directors in establishing a system of Pen- 
sions, nor any other now or here- 
after taken by them shall be construed 
as giving to any officer or employee 
any right or 


cover ed 


action 


claim to any pension allow- 


ance = 6 

“16. The Board of Directors reserves the 
right to change or amend any of the fore- 
going rules and regulations at any time, 
and to change the basis of pension allow- 
ance by increasing or reducing the same, 
whenever, in its judgment, the welfare of 
the institution may 
and the 


tors, in 


change; 
Direc- 
shall 


require such 
said Board of 


such 


decision of 


establishing new basis 


be absolutely conclusive 


The plaintiff retired in 1929 and was given 
a pension under the plan. In 1932, the 
board of directors attempted to reduce the 
plaintiff's The court held that 
the plaintiff was entitled to his full pension and 
construed the plan to mean that the rules 
and amount of pension could be 
only as to 


pension 


modified 
“employees,” not as to those 


persons who were retired 


- However, in MacCabe v. Consolidated Edt 
New York, Inc.,* the em- 
Provisional Retirement Plan” 
which trustees of the plan, at their 


discretion, could give to retiring employees 


son Company of 
ployer had a “ 
undet 


either an annuity or a separation allowance, 
in accordance with tables contained in the 


plan. Section 4 of the plan provided: 


“Provided, however, that at the time of 
the retirement of any such employee or 
officer, the Board of Trustees of the Com- 
pany, may 
to the determine 
and fix by resolutior a lesser rate of annuity 


in its discretion and according 


particular circumstances 


or allowance to any such 


employee 01 


officer, without recourse on his part or on 


the part of any of his heirs, representatives, 


successors or assigns is 
After examining the terms of the plan, 


the court held that the amount set out in 


™ 150 Wis. 517, 137 N. W. 769, 44 LRA (NS) 
1214 (1912) 
7257 Ohio App. 203, 13 N. E. (2d) 139 (1937) 
7385 Utah 281, 39 Pac. (2d) 342 (1934). 
730 N. Y. S. (2d) 445 (1941) 
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A promise to an employee, at the 
time of his retirement, to pay his 
beneficiary a death benefit, if 

he holds himself available for 
consultation and does not work for 
any competing employer, constitutes 
an offer for a unilateral contract. 


the tables was merely a ceiling on the 
amount the trustees could give and that 
there was no valid contract to pay any such 
amount. Also, in Gearns v. Commercial 
Cable Company,* where the pension plan 
stated that no pensions should be paid ex- 
cept out of profits, the retired employee had 
no claim for in which 
prohts. 


ve there were no 


ars 


\ promise to an employee, at the time 
of his retirement, to pay his beneficiary a 
death benefit, if he holds himself available 
for and not work for 
any employer, also constitutes 
an offer for a unilateral contract. When the 
employee performs, that is, dies having an- 
swered all for consultation and 
having avoided working for any competing 
employer, a valid contract arises. In Langer 

Superior Steel Corporation,” the board of 
directors promised a retiring employee $100 
per month life long “you pre- 
serve present attitude of loyalty to 
the Company and its officers and are not 
employed in any competitive occupation.” 
This was held to constitute a valid contract. 


consultation does 


competing 


requests 


for as as 


your 


However, if no act or forbearance is de- 
manded of the employee, but the employer, 
at the employee's retirement, merely prom- 
ises a death benefit in consideration of the 
employee's past services, a serious question 
arises as to the sufficiency of the considera- 
tion to support’a valid contract. In Shear 
Company v. Harrington,” plaintiff was a ship- 
ping clerk. He had one of his legs ampu- 
tated, was 76 years old and had worked 
for the employer more than 20 years. The 
employer by a letter offered “to retire you 
with salary of $75 per month the rest of 
your life We do not offer you this 
salary as charity. We believe that you are 
fully entitled to it on account of long and 
diligent service in our employ.” 


7 32 N. Y. S. 856, 177 Misc. 1047. 
7% 105 Pa. Super. Ct. 579, 161 Atl. 571 (1932). 
7 266 S. W. 554 (Tex. Civ. App., 1924). 
%17 ALR 1299, 1328, 1366: 79 ALR 1346; 8 
ALR (2d) 787, 803; American Jurisprudence, 
Vol. 12, Sec. 110. 
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The plaintiff accepted his retirement and 
offered to work anytime he could be of 
service. After one year, the monthly pay- 
ments were discontinued and plaintiff sued. 
The court held that there was no considera- 
to support the employer’s promise: 


“The great weight of authority is that 
a past consideration which imposed no 
legal obligation at the time it was furnished, 
wil] not support a subsequent promise to 
confer a Benefit. The defendant in said 
letters stated that the plaintiff was entitled 
to be retired from active service on a salary 
for life, on account of long diligent 
service in its employ. There is no conten- 
tion that such service was not fully paid for 
at the time it was rendered. All legal obli- 
gation was discharged by such payment.” 

Moral 
consideration.” 
the may 
be less strict in the case of pensions and 
death benefits than in a case of bonuses to 
officers and 


and 


obligation good 


is generally 
Although the 


use of consideration 


not 
prohibition 


against past 


directors of a corporation,” 
it is still difficult to find decisions holding 
that a valid where the 


contract exists, 


promise is made at retirement, 


In Plowman v. Indian Refining Company,” 
without any prior arrangement, certain em 
ployees were retired and put one-half 
As the de- 
pression grew worse, their pay was stopped 
altogether and they sued. The court held 
that plaintiffs’ past services were not suff 
cient to support the 
of one-half pay and they could not 


on 


pay because of the depression 


consideration 


promise 
I 


ecovel 


Thus, the general rule seems that, 
although where a death benefit paid 
there usually a benefit to the employer 
in the form of lower turnover, less absen 


to be 
is 


is 


teeism and better workmanship, there is no 
detriment to the employee who about 
to retire which would support a contract. 

| 


As long the offer communicated 
to the employee in some way, it would not 
the 
offer is in the form of a resolution of the 
board of directors, a letter from an officer 
or an oral promise by an officer or depart- 
ment manager. In West v. Hunt 1] 
Inc." the plaintiff was a former treasurer 
of the employer corporation who had been 

He sued for 
cent of his salary, based on 


is 


as 1S 


anpear to make any difference wheth 


oods, 


discharged. 
to 50 


a pension equal 
per an 


7 40 ALR 1423; 88 ALR 751, 755; 

8° 20 F. Supp. 1 (DC III1.. 1937) 

81 225 Pac. (2d) 978 (1951). See Bleichroeder, 
Bing & Company Inc., cited at footnote 15, 
where an unsigned draft of an agreement was 
held sufficient. 
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oral agreement with the employer’s presi- 

dent. The court held that the oral agree- 

ment was sufficient and he could recover. 
An oral objectionable, of 


course, because of the difficulty of proving 
its terms. It 


contract is 


into considera- 
tion the statute of frauds of the local juris- 
diction, 


also brings 
Also, an agreement, even in writing, 
with an officer or department head may be 
questioned because of his possible lack of 
authority 
contract 


to bind the employer on such a 


In some jurisdictions, a death benefit plan 
may be ultra vires the corporate employer.” 
In Moore v. Key Stone Macaroni Manufac- 
turing Company,” the corporate directors 
passed a resolution giving the widow of a 
deceased president a monthly pension “until 
further action.” 
sought 


The minority stockholders 
and obtained an injunction against 
payments on the ground that the 
action was beyond the power of the direc- 
tors 


these 


The widow was ordered to repay the 
amounts she had received and the directors 
were liable for what she could not repay. 


Senate Committee Report and Proposed 
Regulations—Although Section 22 (b) (1) 
(B) requires only a 
ployer,” the 


“contract of an em- 
Finance Committee’s 
report, on the 1951 act, states that the new 
provision is restricted 


Senate 


“to cases where the 
payments are made pursuant to an express 
contract under which the employer is 
legally obligated to pay the amounts to the 
designated beneficiaries of the employee.” ™ 
(Italics supplied.) 

At another point, the committee 
refers to a “pre-existing contract.” ™ 

If the 
ered, 


report 


committee’s statements are consid- 


some question arises as to whether 
the contract must pre-exist the employee’s 
} 


death or merely pre-exist the payment to 


the beneficiary. The former 
of course, would rule 


tract 


construction, 
out a unilateral con- 


which requires the employee’s death 


before the contract comes into being. There 
might also be a question whether a promise 
by an employer and acts by the employee, 
in reliance on the promises, constitute an 
“express contract.” 


Some of these worrisome questions have 


been scotched by the new regulations cov 


ring Section 22 (b) (1) (B). These regu- 


ations refer repeatedly to “a contract” and 
then state that the necessary contract “shall 
be deemed to exist only if (1) the employer 
and the emplovee had entered into a written 
Cited at footnote 79 


‘8370 Pa. 172, 87 Atl. (2d) 295 (1951) 
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contract, not revoked before the employee’s 
death, which required such payment or 
(2) the employer had an established plan 
(or program having the effect of a plan) 
making provision for such payments in the 
case of his employees generally, or for a 
class or classes of his employees In the 
latter case, the contract will be deemed to 
exist between the employer and the mem- 
bers of the em- 
ployees to whom the plan applies, provided 
such plan had been communicated to such 
employees and had not been rescinded prior 
to the death of the employee to whom the 
particular death payment relates.” 


class or classes of the 


Thus it appears that the employer's offer 
may be revocable prior to the 
death and that the 
exist 


-mployee’s 
need not pre- 
the employee’s death but may arise 
at his death. 


contract 


However, the new regulations also intro- 
duce several twists not 


presaged by the 
law or committee reports. 


Either the con- 
tract must be written and entered into by 
both the employer and the employee— 
presumably a bilateral contract—or there 
must be an offer to a class of employees 
There seems nothing to justify these limi 
tations. Section 22 (b) (1) (B) has no 
connection with Section 165 (where only 
employees may be covered). 
unilateral contract 
and 
between the 


classes of 


Certainly, a valid 


may 


arise between an employer one em 


ployee as well as employe: 
and a Nowhere is 
there any requirement of a writing, unless 
the Senate committee’s use of 
may be so interpreted. 


class of employees. 


“express” 


A simple answer to these fancied limita- 
tions would seem to be the well-settled 
rule of statutory that legis 
lative history and reports can not be con 
sidered where the language of the law is 
clear and unambiguous 
can regulations add to or take 
and usual meaning of 
Certainly the word 
no explanation. 


construction 


Neither, of course, 
from the 
Statutory 
“contract” needs 
Presumably, the general 
common law of contracts will govern, and 
if there is a valid contract, Section 22 (b) 
(1) (B) will apply 


ordinary 
words. 


Summary 


Generally, it can be concluded that if 
the promise is communicated to the em- 
ployee prior to his retirement, there is a 
valid contract, regardless of whether the 


‘+ Sen. Fin. Comm. Rep. No. 781, pt. 2 


% Report cited at footnote 84, at p. 50 
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employee promises anything and regardless (a). The $5,000 exemption would not seem 

of provisions making the plan revocable to apply, because if the decedent had lived 

prior to the employee’s death he would have received the income himselt 
; and his widow, on his subsequent deat! 

However, where the employer makes the . , 

. would have received nothing 

promise of a death benefit, only at or after 

the employee’s retirement, and requests no In summary, either the beneficiary must 

promise, act or forbearance in return by receive an amount which is unrelated to th 


; ‘lia ne he ‘ ee ye 
the employee, the local law must be exam employee's retirement or profit-sha 


- 


. 1 oO af S the lé 1e’'c 
ined carefully to determine whether a valid r at least the emploves 
contract results. Where the employer first amount must be forfeitable 

death Although this phrase 


promises the death benefit at the emp] 


ovee’s 
death, there is probably ni contr: promises to be the source of 
tion, a competent draftsman 


no trouble avoiding the pitfall 


Depending on the terms of the particular 
plan, the death benefit may be pavable only 
In Case of death while the employee iS a 
actively employed, or it may be payable Conclusions 


on death after retirement, as well In some From thi tar f pec 

is y i i yi >} 
“ACES } } t} . t ) 1< ni oO 1 
cases, the death benefit plan Only fo1 concrete suggestions emerge or the 
ly ia ‘ )] | ’ : 
retired employees, active employees being nev who drafting a death benefit 


covered by group | designed to qualify 


I Secti 
11 


The new regulations specifically inclu (1) (B) Here is a convenient 


1 


in the definition of an employee, “a { t for the attorney and his client 


employee.” So a death benefit payment (1) Make sure you have a v: 


a retired, as vell as an active employee, under state law lt estate tax consequences 


is entitled to the $5,000 exclusion, if it can be ignored, a bilateral contract ma 


otherwise qualifie ” seem be st : cases 
Already discussed abo il 1 tiot plan will 

with qualifed plans is whether the unt to avoid es 

; as 7 6-44 , flexibility to 

are paid by re ‘ f th : 

emplovee.” In othe , : +} law and business 
I \ Cay ath 

benefit ? corporate res 


contract will 

ne new reg é le te Nn Hu 

sion does not apply to amounts with respect dies 

to which the 1 employes possessed, 

immediately prio h h, a nontor 

feitable 

living 

the death 

services are entitled to exclusion 1 employee 

Section 22. (b) (1) Such items 5 ment Review 

uncollected salary and mavments yt in mind 

used leave ; 1iously no vr 1 (4) Don’ 
or even his retirement, 
benefit, because 


sideration to su 


uri é 

$40,000 as 

evel he } \ 

balance Make 

il Decedent vhich only 

leaving $15,000 unpaid, which amount : employee, 

paid to his widow Che amount was hel Celve 

to be includible in decedent's gross estate (6) Determine 

under Section 811 (a) and to be includible get a deduction for the amount 


in the widow’s income under Section 126 


(Continued on page 659) 


“ Cited at footnote 11 
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The Approach of the Courts in 
This Area Is in Accordance 


with the Realities of the Situation 


Transfer of Property for an Annuity— 


Tax Position of the Transferee 


By MILTON E. MEYER, Jr., Attorney, Burnett, Stern & Liberman, St. Louis 


\ UCH LEGAL WRITING has been 
directed in recent vears to the tax and, 


ne ec 


nomic advantages of the 


“intrafamily,” or “pri 
y arrangement.’ While not a 
the interest in the 

rroperty in exchange tor 


transfer of 
a lifetime income, 
flame by the high 
decade or so and 


is been tanned 


into a 


of the past 
“sophisticated” 
f{ the gx 


ost typical form, 


and gift tax 
vernment in recent years 


estate 


a senior member 
business group, ready to re 


me ot the 


] 
a tamily or 


active management of 
is wealth or business, cognizant of the fact 


s property will one day pass on to others, 
nd desirous only of an assured income for 
he balane« o! large 


art of his property, perhaps substantially 


11 


his days, transfers a 


to vounger members of the family or 
sometimes to the busi- 
return tor 


a stipulated 


ness group (or 


itself) in promises to pay 


periodic sum for life 
1 Burks, ‘‘Private Annuities,"’ 1952 Major Tax 
Problems, Tax Institute, University of Southern 
California School of Law, p 225; Galvin, ‘‘In- 
Agreements Involv- 
ing Non-Commercial Annuities,’’ 29 Texas Lau 
Review 469 (1951): Casey, How to Use Intra- 
Family Annuities,’’ Proceedings of New York 
['niversity Eighth Annual Institute on Federal 
Taxation 1109: Lourie and Cutler, 
Capital Assets Sold on the Installment Basis,’’ 
TAXES—The Tax Magazine, August, 1948 p 
707; Note ‘Taxing Deferred Return upon 
rransfer of a Capital Asset,’’ 63 Harvard Law 
Review 853 (1950); McCluer, ‘‘Estate and Gift 
Aspect of Intra-Famiiy Annuities,’ 17 
Journal of the Bar Association of the State of 
Kansas 397 (1949) Smith, ‘Shifting Income 
Within the Family Group,’’ TAXxEs—The Taz 
Magazine, December, 1952, p. 995 


come Tax Consequences of 


(1949), p 


Tax 
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(Actual examples appear in cases, set out 
below.*) Normally, the value of the property 
transferred will approximate roughly the 
value of the payments to be made to him, 
based on his life expectancy? Often, how 
ever, the value transferred will be greatly 
in excess of the value of the promises re 
ceived in return, and it that 
an inter vivos property disposition is fore 
most in the mind of the transieror.* In this 
latter transferee some 
times has been a charity, rather than other 
members of the 


becomes clear 


class of cases, the 


family or business group.° 


The activity in the “noncommercial an 


nuity” field has produced its fait 


share of 
litigation,” but, unfortunately, no very pre 
cise rules of law can be extracted from the 

The Internal Revenue 
Code makes no very obvious effort to deal 
with the problem 


judicial amalgam 


Despite the haziness and 
contradictions present in the available law 
on the subject, legal writers, generally (with 


2 For example, Estate of C. V. Hill v. Maloney, 
45-1 ustc § 9102, 58 F. Supp. 164 (DC N. J.); 
D. Bruce Forrester, CCH Dee. 14,425, 4 TC 907 
(1847); Commissioner v. Hstate of Bertha F 
Kann, 49-1 ustc § 9649, 174 F. (2d) 357 (CA-3) 
Bella Hommel, CCH Dec. 15,424, 7 TC 992 
(1946). 


* For example, Estate of C. V. Hill v. Maloney, 
cited at footnote 2 


* For example, May Rogers, CCH Dec. 8848, 31 
BTA 994 (1935); Estate of Sarah A. Bergan, 
CCH Dec. 12,954, 1 TC 543 (1943); Estate of 
Koert Bartman, CCH Dec. 16,432, 10 TC 1073 
(1948) 

* For example, Anna L. Raymond, CCH Dec. 
10,755, 40 BTA 244 (1939); Elizabeth L. Beattie, 
CCH Dec. 15,058, 6 TC 609 (1946). 

® See cases cited in the articles listed at foot 
note 1; in particular, in the article by Galvin 
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varying degrees of 


reservation), attribute 
great potential tax advantages to the trans- 
action—that is, so far as the transferor of 

Little, so far, 
otherwise, con- 
cerning the tax position of the transferee, or 
obligor under the annuity arrangement. It 
is the purpose of this 


somewhat timorously, 


the property is concerned.’ 


has been said, judicially or 


article to inquire, 
into this poorly- 
explored area of the tax law, and to en- 
deavor to chart a course, based on existing 
principles of tax jurisprudence and the pres- 
ent statute, for the guidance of practitioners 

First, a brief (and superficial) view of 
what the tax consequences seem to be on the 
transferor’s side 


(1) At the 
erty in exchange for a promise(s) to make 
annuity 


time of the transfer of prop 


payments, there is neither gain’® 
(where the property has appreciated in the 
hands of the transferor) nor loss’ (where 
depreciation in value has taken place). The 
theory line of 


expressed in a consistent 


cases is that 
at that uncertainty in- 
herent in the transferee-obligor’s ability to 
fulfill the 
transteror 


there is no closed transaction 


time because of the 


promise(s), or even to survive the 


annuitant.” Though not always 

* For instance, Smith, in his article cited at 
footnote 1, gives an example (pp. 1003-1004) 
whereby a 72-year-old widower owning $200,000 
in securities, yielding $10,000 annually, and a 
building which cost $250,000, is worth $500,000 
and yields $50,000 annually, can transfer the 
building to his son in return for an annuity 
of $49,000 (the same as $500,000 would buy him 
in the commercial annuity market) and, be- 
cause of the consequences outlined in the ex- 
ample, effect the following tax savings: 


Gift tax $109,000 
Capital gains tax 65,000 
Estate tax 144,500 
Annual income tax 25,000 


Even Mr. Smith is left a little breathless at 
the result, for he says (p. 1004) ‘the savings 
are so impressive that they make one wonder 
whether the large amount of savings will not 
themselves furnish a strong argument that 
the whole transaction is unreal. A tax system 
designed to be as painful as ours does not 
easily yield such a bonanza. However, there 
are sound authorities which support each ste» 
so far taken."’ 

* See the cases cited at footnote 10 

* Evans v. Rothensies, 40-2 ustc { 9681, 114 F 
(2d) 958 (CCA-3) 

” J. Darsie Lloyd, CCH Dec. 9201, 33 
903 (1936): Frank C. Deering, CCH Dec. 10,903, 
10 BTA 984 (1939): Bella Hommel, cited at 
footnote 2: Commissioner v. Estate of Bertha 
F. Kann, cited at footnote 2; Hill v. Maloney, 
cited at footnote 2. The Kann case dignifies 
this notion as a principle, now well estab- 
lished."’ 


BTA 


12 ustc {1 736 


cussion at p. 651 
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283 U. S. 404 (1931). See dis- 
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spelled out, the theory of Burnet v. Logan™ 


has apparently been applied to this extent.” 
; pI 
(2) Though neither the Code,” the regu- 
lations,“ the committee reports for the 1934 
Revenue Act,” nor the principle of Burnet v 
I I 
Logan, in terms, compel it," 
of Code Section 22 (b) (2) 


the provisions 
(A), requiring 
3 per cent of the consideration paid for the 
“annuity” to be returned as ordinary income 
from each payment until the amounts ex- 
cluded from income equal the consideration 
paid, thereafter the entire payment being 
included in 
tended to 


gross have been ex- 


these “noncommercial” or “pri 
annuities.” The cost or 


income, 
vate” consideration 
for the annuity (the basis for the 3 per cent 
application) has been held to be any num- 
ber of things ranging from the transferor’s 
tax the property,” through the 
value of a comparable commercial contract,” 
the present value of future payments ac- 
cording to tables in the estate and 
regulations,” to the 

property transferred.” 


basis in 


gilt tax 


market value of the 


(3) The appreciation, if any, in the prop- 
erty transferred is taxed to the 


transferor- 
annuitant at capital gains rates (if a capital 


asset) in an increment fashion, once his tax 
basis has been recovered.” The recognition 

122 Hill v. Maloney, cited at footnote 2: see 
comment by Smith in article cited at footnote 
1, at p. 1002. 

18 Code Sec. 22(b)(2)(A) 

% Regs. 111, Sec. 29.22(b)(2)-2, 3 and 4 

18 Reported in 1939-1 (Pt. 2) CB 569 and pages 
following. This revenue act inserted the ‘3 
per cent’’ rule for the first time. 

% See recommendations and 
Galvin in his article cited at 
he says (p. 507): 

“The disposition by a parent of a portion of 
his estate to a child in exchange for periodic 
payments which have no relation to calculations 
worked out by actuaries is hardly the sort of 
transaction which Congress believed fitted into 
the framework of the section on annuities.”’ 

“For example, Ware v. Commissioner, 47-1 
9 9142, 159 F. (2d) 542 (CCA-5); Maud 
Gillespie, CCH Dec. 11,626, 43 BTA 399 (1941) 
rev'd 42-1 ustc { 9474, 128 F. (2d) 140 (CCA-9); 
Hill v. Maloney, cited at footnote 2. 

1% Galvin, article cited at footnote 1, at pp 
488-489, 507; Rabkin and Johnson, Federal In- 
come, Gift and Estate Taxation (1947), Vol. 2, 
p. 3830. 

” For example, 
footnote 5. 

7 Casey, article cited at footnote 
1112; Edmund A. Steenburg, CCH Dec 
(BTA memo. op. (1941)). 

1 FF. A. Gillespie, CCH Dec. 10,443, 38 BTA 
673 (1938): Hill v. Maloney, cited at footnote 2 

* To date, Hill v. Maloney, cited at footnote 
2, deals most comprehensively with the subject 
This case permitted the recovery of basis by 
the transferor before any of the payments 
constituted capital gain to him, but then taxed 
all of each of the payments at capital 
rates and a portion of each of the 


comments of 
footnote 1, where 


UST 


Anna L. Raymond, cited at 


1 at p 
11,734-A 


gains 


same pay 
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of loss resulting from depreciation of the 
property is highly uncertain. 

(4) Absent some element of incomplete- 
ness in the transaction, or retention of ex- 
tensive security arrangements designed to 
protect the transferor, the property will be 
permanently divested from the transferor’s 
estate for estate tax purposes.” Where “an- 
nuity payments” approximate the normal in- 
come earned from the property, estate tax 
onsequences may result on the theory of a 
“reserved life estate.” ™ 

(5) Where the value of the property sub- 
stantially exceeds the value of payments to 
be received, gift tax liability for the excess 
will ensue.” Where the values exchanged 
are approximately equal, however, there is 
no gift tax due. 

Ignoring 


further, less obvious, law and 


fact ramifications on the transferor’s side, 
let us turn out 


} 


obligor 


attention to the transteree 


Transferee-Obligor—Conflicting Theories 


The tax law is considerably more vacuous 
the side of the transferee-obligor 
after called the “obligor’’) 


that the overwhelming 


(here- 
We have seen 
majority of 
and authorities regard the 


cases 
transferor as a 
harticipant in an annuity contract, and only 
incidentally, if at all, the seller of property.” 
On the other hand, the bulk of 
thority } 


what au- 
there is on the ob or’s side treats 


(Footnote 22 continued) 


92(b)(2)(A) at ordinary 
In this respect (the ‘“‘double taxa- 
result), the case has been severely criti- 
cized. See articles by Casey, Galvin, Burks and 
Smith cited at footnote 1, and Rabkin and 
Johnson, work cited at footnote 18, at Sec. 63.07. 

In its proposed revision of the federal income 
tax laws, the American Law Institute, at sec- 
tion X126 of its Tentative Draft No. 6, would 
treat the original property exchange as a closed 
transaction, fixing gain or loss to the transferor, 
but giving him an option to report the gain 
over the life of the contract. The amount so 
reported would be exclusive of an ‘‘interest”’ 
portion of each payment taxed as ordinary 
income. The proposed law expressly takes no 
notice of the obligor’s financial resources. 
Where a loss is realized on the transfer, the 
transferor, presumably, would not avail himself 
of the option—choosing, rather, to report the 
entire loss at once, thereby precluding the 
possibility that his premature death might de- 
prive him of a portion of the deduction. There 
are limited, technical, reasons why the trans- 
feror might choose to report the entire gain 
at once, also 

22 Hirsch v. U. S., 35 F. 
1928) 

‘Estate of Pamelia D. Holland, CCH Dec. 
12,956, 1 TC 564 (1943); Estate of Cornelia B. 
Schwartz, CCH Dec. 15,982, 9 TC 229 (1947); 
see Code Sec. 811(c)(1)(B). 


under Sec 
income rates 
tion” 


ments, 


(2d) 982 (Ct. Cls., 
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him as the purchaser of property—the pur- 
chase price being an uncertain amount, de- 
pendent upon the life span of the seller, 
and payable in installments.” The remain- 
ing authorities takes a position consistent 
with the majority on the transferor’s side, 
and ascribe an annuity-writing role to the 
obligor.” 


That there should be a 
proach is understandable. In the words of 
Judge Clark in Steitnbach-Kresge v. Stur 
gess,* the transaction we are dealing with 
“mixes two ordinarily distinct economic 
structures—a purchase of stock, and an an- 
nuity venture.”” In the first view, the 
“annuity payments” constitute installments 
of the purchase price. According to the 
second view, the “annuity payments” are 
exactly that—an obligation to pay a certain 
sum annually for the life of the annuitant 
Superficially, at radically different 
consequences flow from the application of 


conflict in ap- 


least, 


two theories, as we shall see.” 


“Annuity Venture” Theory.—The 
of the 


second 
above theories, generally called the 


“annuity venture” finds its most author 


theory, 
itative espousal in the early Second Circuit case 
of C 


tion 


ymmisstoner v. John C 


Moore Corpora 
This decision held, among other things, 


that the obligor embarked 


upon an annuity 
venture; that his basis in the property equaled 
the fair market value of the property trans- 


ferred (on the theory that, for the “practical” 


* Estate of Sarah A. Bergan, and Koert 
Bartman, cited at footnote 4 


26 See paragraph 2, at p. 646, and cases cited 
at footnote 17. 

*7 See, for example, Scott v 
F. (2d) 472 (CCA-7, 1928); Mastin v. Commis 
sioner, 1 ustc { 325, 28 F. (2d) 748 (CCA-8, 
1928): Edwin M. Klein, CCH Dec. 8832, 31 BTA 
910 (1934): D. Bruce Forrester, cited at foot- 
note 2; F. A. Gillespie & Sons Company 1 
Commissioner, 46-1 ustc § 9207, 154 F. (2d) 913 
(CCA-10); Steinbach-Kresge Company v. Stur 
gess, 40-2 ustc { 9682, 33 F. Supp. 897 (DC 
N. J.) 

*% Principally, John C. Moore Corporation, 
CCH Dec. 5005, 15 BTA 1140 (1929), 2 usr 
7 558, aff'd 42 F. (2d) 186 (CCA-2, 1930). See, 
also, the recent case of Donald H. Sheridan, 
CCH Dec. 18,981, 18 TC —-, No. 44 (1952). 

** Cited at footnote 27. This district court 
case contains an excellent analysis of the two 
theories, though not forced to choose between 
them. 


2% 33 F. Supp. 897, at p. 898. 

That the differences are, in the abstract. 
largely superficial is apparent from the ex- 
amples given at p. 648. This is not to say, 


however, that tax-wise the differences are un- 
important, 


82 Cited at footnote 28. 


Commissioner, 29 





life expectancy of the “annuitant” agreed to by 
the parties, the value of the property repre- 
sented the then value of the payments of 
$10,000 per year to be made by the obligor); 
and (dictum) that if the “annuitant” out- 
lived his “expectancy,” subsequent pay- 
ments would constitute deductible losses or 
expenses to the obligor. Rounded out, the 
probably provides taxable gains to 
the obligor where the 


theory 
“annuitant” dies be- 
fore his expectancy. Other aspects of the 
“annuity venture” theory will be discussed 
under appropriate subheadings Phe 
has merit in that it 
pattern with the 
ment of the 


theory 
fits into 
present, 


a symmetrical 
apparent, 
“annuitant” 
required to report the payments as if they 
were, 


treat- 
transteror who is 


truly, annuity payments 


“Capital Expenditure” Theory.—The first 
of the above theories is generally termed the 
ie apital expe nditure ad 


theory As indicated, 


the numerical majority of cases subscribe to 
: 


this approach when characterizing the ob 


it is simpler of application, 
; ' 
value the 


Initially, 
need to 


red, of1 


ligor 
tor no property 


reach a 


trans 
otherwise to basis 


involving proved or agreed actuarial 
ountered The 
hands of the 


ascending amount, reflecting each 


princi 
ples, is en basis for the 


property obligor iS al 


in 
payment 


as made It is at 


once obvious, however, 


that basis problems arise if the property is 
disposed of prior to termination of the “an 
nuity’ contract, or if the property 


preciable theory 1s 


Further, the 
with the 
corded the 


discussed above 


harmony current tax treatment 


recipient of the payments, 
In the 


theories do not 


abstract econom« sense, the two 
contradictory re 


will 


prov idle 
sults The following 


trate 


examples illus 

Assume that property, valued at $100,000, 
is transferred in exchange for a promise to 
pay $10,000 


transteror 


annually for the life of the 
further a life 
ancy of ten years for the 
tact 


Assume expect 


Under 


test the 


transteror 


alternate situations, we shall 


See partial list of cases at footnote 27 
“Examples ignore both the nature of the 
gains and losses, and the question of whether 
the payments include an interest element 
33 F. Supp. 897, at p. 899 
*As has been pointed out by Galvin, article 
cited at footnote 1, at p. 496 It is interesting 
to note that exchanges of the type discussed 
herein are generally regarded as annuities 
where the obligee is concerned and as expendi- 
tures for the acquisition of property where the 
the obligor is concerned.”’ 
It is the view of the present writer that, in 
most of the cases involving 
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transfers such as 


August, 


1953 @ 


theories—first, where the 
at the 
where he lives for 15 years. 


“annuitant” dies 


end of five years, and, second, 

(1) “Annuitant” dies after five years 

Annuity Venture Theory: The obligor has 
basis in the property of $100,000. He has 
paid out $50,000. “mortalitv” 
gain of $50,000. If he later sells the pro 
erty for $120,000, he realizes a second gain 
$70,000 


He realizes a 


~ 


of $20,000. Total gam: 


Capital Expenditure Theory 
years the obligor has built up a 
$50,000 in the property If h 
$120,000, he realizes a gatn of 


>) 


70) 00 


¥ 


( “Annuitant” lives for 15 years 


Theory Obligor 
basis in the property of $100,000. He 
incurred 


y Innuity Venture 


deductible losses in the 
ars which total $50,000. If h 

for $120,000, he real 
of $20,000 Vet loss on transac 


the property 


vpenditure Theor, 
has paid out $150,000, 
itutes his basis in tl 
Tpon subsequent resale for 


} 42 
realizes a $50 UU 


hand, though 


he long run, 
anomalous 
sses trom 
1 r} 
tially transaction 
sequences I he theo 
different, 


timing 


two 


The writer believes that 
favoring the 
virtually 
“property tor 


stantial reasons tor 
penditure’” approach to 
arising in the 
field, 


problems,” although this latter sid 


including the transferor-annuttant’ 


scope ot nis 


story is not within the 
Objections to a consistent application of the 


theory, and fears that difficult tax pri 


we are here considering, the transferor should 
be regarded oniy as a seller of property under 
conditions wherein both the purchase price and 
in most cases, the ability of the buyer to pay 
are uncertain, and the theory of 
Logan followed. Gain would not be recognized 
until basis had been recovered; further pay 
ments would be considered gain (capital or 
ordinary depending on the nature of the 
property transferred) in its entirety Sec. 22 
(b)(2)(A) would not be applied to these non- 
commercial annuities 


szurnet 1 
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To avoid difficult borderline fact 
situations, perhaps it might be wise to 
use the ‘‘capital expenditure’ theory in 


all cases of noncommercial annuities. 


will ensue—both prevalent in the writings of 
current commentators — are 
Ove rplayed 


reluctance to 


considerably 
It is of interest that this same 
accept the “capital expendi- 
ure” theory in its entirety dominates the 
views of the Institute drafts- 
with this 
of the Code 
Their solution, which 
detail 


t 


\merican Law 
dealt 
problem in a proposed change 
and the 


\ il] be 


men who have 


spec ifically 


regulations 
examined in 


some trom time 


effects a 


time 


statutorily imposed cross 
| 


between the two principal theories 


work,” accurately classifies, 


believes, the 


situations in which 


operty transactions 


arise. 


lransactions in which an olde1 


mem- 


a family group is motivated primarily 


'y a desire to transfer property toa 


younger 


family or to a family 


member of the con- 


} 


ration and achieves his objective 


an exchange of the property 


promise of periodic payments for life. 


lransactions in hich an individual 


motivated by a desire to convey property 


i charitable or educational institution and 
his purpose by a transfer of the 
change for the institution’s 


periodic payments for life 


Transactions in Lic] the 
leo 


parties, 
standing some Z f relationship 
are motivated primarily by 
thereof 
all the char 


annuity. 


fit and as a result 
t which has 


commercial 
196 ot the 


the “capital expenditure” 


appli d to the 


same work, he con 


theory 
first two of the 
and the 


“annuity venture” 


he third he write 


j 


second 


ores, 
again con 
eliminated 
ise of the 


cat°gory 1S 


gener 


exempt charactet of the obligor 


in e( t it category J) 


doc s not 


curately describe a significant number 


‘See generally American Law Institute, Fed- 
eral Income Tax Statute, Tentative Draft No 
6, Sec. X126, and comments appearing at p. 262 
and following 

*’ Cited at footnote 1, at p. 470 

'See Donald H. Sheridan, cited at footnote 
28, a recent Tax Court case to the contrary on 
facts which are probably distinguishable. 
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these transfers; however, to the extent they 
exist, an “annuity-venture” approach might 
justifiably be applied. To avoid difficult 
borderline fact situations, however, perhaps 
it would be wise to use the “capital expendi- 
ture” theory in all cases of noncommercial 
annuities. 

Despite the lack of authoritative answers 
to all but 
associated 


the most elementary problems 
with the “capital expenditure” 
theory, this writer feels that, at least so far 
as the obligor is concerned, category (1) cases 
clearly should be accorded “capital expendi 
ture” treatment where possible. Reasons 
for this conclusion include the following: 

It is suggested that the “capital expendi 
ture” closest to the f 


type 


theory is realities of 
Typically, the 
facts just do not support the view that the 
obligor is, or thinks of 


category (1) situations 
himself as 
in the business of writing annuities.” 
unable to rely on 
number of 


being, 
He is 
actuarial averages and a 
similar him 
from ruinous economic losses over the long 


contracts to protect 


pull (where an “annuitant” lives too long); 


he may not have the financial resources to 


assure his meeting his commitments; his 


ability to pay depend largely on his 
ability to stay alive and active, with no pro 


visions to meet his 


may 


obligations where he 


becomes incapacitate d or 


“annuitant”; 


predeceases the 
finally, for best 
parties to the contract, the 
terms agreed upon may bear no conceivable 
similarity to a commercial annuity contract 
based upon the expectancy of the “annul 
tant’ and the value of the property trans 


ferred or the 


and reasons 


known to the 


value of the payments to be 
In applicable cases, the obligor is 
that he, or others close to him, will 
probably one day own the property, if it is 
not necessarily liquidated to 


taxes at the transferor’s death 


made 


aware 


meet 
He is, there 
fore, more than willing to acquire the use 
of the property (and perhaps the control of 
a business) at an accelerated date through 


estate 


the medium of a present purchase involving 
life payments to the transferor.“ If the de- 
vice helps to conserve the over-all family 
assets, so much the better. In other cases, 
the obligor (perhaps a junior business asso 
ciate), justifiable anticipation of 
property on the death of 
is willing to take his chances 


with no 
coming into the 
the transferor, 


* A possible drawback, from the point of view 
of the transferee, stems from the fact that if he, 
anticipating inheritance of the property, merely 
bides his time. he may acquire the property 
with a larger basis for resale and at no personal 
cash outlay than if he makes a present pur- 
chase, paying for it over a period of years 
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on a possible bargain purchase and, in any 
event, gain immediate control of desirable 
property. 

We will now take a look at some of the 
tax problems that may beset the obligor, 
examine the solutions, if any, that have been 
offered, and attempt to find a method of 
handling them consistent with the “capital 


expenditure” theory. 


Basis for Gain or Loss 


Shifting fact situations, inherent in the 


problem of determining the obligor’s basis 
for gain or loss in the property transferred, 
suggest a break-down of the discussion into 
factual subheadings 


(a) Where the 


contract 


dies or the 
terminates prior to any 
property. The “capital 
expenditure” theory supplies an easy answer 
to this situation. 
payments 


“annuitant” 
otherwise 
disposition of the 


The obligation to make 
eased and the 
property has been determined 


has « cost of the 


the total of 
This answer has been 
Tax The 
abnormally high or 
property, depending on the 
longevity of the “annuitant.” 


The theory, on the 
other hand, first encounters the ever-present 


the payments made. 
confirmed in a 1945 
obligor 


Court cas¢ 
may have an 


low basis in the 


“annuity venture” 


problem of determining an 
in the 


Af tuarial basis 
property, having recourse either to 
the market value of the property transferred 
(if ascertainable), the present value of the 
payments to be made,” or to 


some other 


factor or combination of 


factors involving 
a life expectancy of the “annuitant,” calcu- 
lated with commercial tables, 
or the Commissioner’s tables, or simply, by 
agreement of the While not en 
tirely this either must be ad- 
justed downwards to reflect actual cost, 
where the dies before 


reference to 


parties 
clear, basis 
“annuitant” reaching 
his expectancy (thereby adopting, in effect, 
the “capital expenditure” to this ex- 
tent),“ or, more probably, immediate gain 
(whether ordinary or capital is uncertain) 
realized in the amount of the dif 
between expenditure and 


theory 


must be 


ference actual 
‘DPD. Bruce Forrester, cited at 
“2G. C. M. 11655, XII-1 CB 
Nelson Trottman, CCH Dec 
316 (1933) 
"’ American 
change (see 
sult (see Sec 


footnote 2. 


159, upheld in 
13,860(M), 3 TCM 


Law Institute’s proposed statute 
footnote 37) would adopt this re- 
X126(f)(2)(B)). 
“Dictum in Donald H. 
footnote 28 

“® This 
American 
change 


650 


Sheridan, cited at 


result is 
Law 


probably 
Institute's 


reached in the 
proposed statute 


August, 


1933 @ 


“hasis.” If the “annuitant” dies very early, 
the tax result to the obligor could be quite 
harsh. This result clearly has been sug- 
gested, however, in a recent Tax Court 
case,“ which, on the particular facts—in- 
volving the release of a liquidated mortgage 
claim in exchange for lifetime payments— 
adopts the “annuity venture” 
acterizing the 


char 


into the 


theory 
obligor’s entry 
contract as being for profit 
Where the “annuitant” exceeds his expect- 
ancy, under the “annuity-venture” theory, 
either the original must be 
increased with each subsequent payment (in 
the manner of the “capital expenditure” 
theory),” of ] 


actuarial basis 


else a deductible loss 1s 
incurred in each “excess” year and the origi 
nal basis remains unchanged 
sibility is clearly contemplated by the 
Moore and Steinbach-Kresge“ cases and is 


expressly 
(b) Where the 

prior to the death 

other termination of the 


This last pos- 


held in the Sheridan CASE 


is disposed 
“annuitant’ 
contract. Here 
“capital expenditure” theory runs into a f 
complications 
erty, the basis for 
the total of the 
While this could produce a 
the earlier years, the 
with the taxpayer, unlike the 
sible heavy tax burden imposed undet 
“annuity venture” theory 
death of the “annuitant.” 
Since the obligor’s burden 
ments continues on, a tax sig 
be attached to them. It 
to characterize 


Assuming a sali 
loss 
made 
heavy 
result is 


gain or 
payments 


largely 
untary 


by the prematur 


to make pay 


nificance must 


illogical 


subsequent payments as ad 


would be 
ditions to the current basis of the property, 
for the property is now beyond the ability 
of the oblig 
ing the basis in the veal of the 
would present an unsatisfactory answer be 
cause of the normal period of 
and because of the 
principle that 
unit for tax 
tore, it 


or to affect its basis. Readjust 


transaction 


limitations 
well-established 
year 1S 


also 
each tax 
accounting purposes." 
would 
additional 
the year 


seem proper to ree: 
deductibl 


Normally, the 


payment as a 
made. 


* Cited at 
text at p. 647. 
* Cited at 
* Cited at 
text at p. 650. 

°oU. S. v. Lewis, 51-1 ustc § 9211, 340 U. S 
590: North American Oil Consolidated v 
3 ustc § 943, 286 U. S. 417 (1932); 
Sanford and Brooks Company, 2 vst: 
U. S. 359 (1931). 


footnote 28. See footnote 2% 


footnote 27. 


footnote 28 See 


See footnote 29 


footnote 43 and 


Burnet, 


, 


Burnet 


| 636, 282 
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fall under Section 23 (e)™ or (f)™ 
theory that 


on the 
subsequent events require an 
adjustment to the basis orginally used, such 
events being of a nature which could not 
have been determined in the prior year. In 
the usual case, this loss will help to offset 


an earlier gain.” There was no apparent 
difficulty in establishing a current loss where 
a vendor was forced by contract to pay a 
sum in a later vendee as the 


result of a materialized contingency, there- 


year to his 


by, in effect, reducing the purchase price 
(and the initial gain).™ 
result should be the 


On principle, the 
same where the gain 
is reduced (or original loss increased) by a 
subsequent payment having the effect of in- 
creasing original basis. The whole area of 
gains and 
prior years, such as 

Arrowsmith) ,” Bur- 
Westover,” Megargel,” 


and otl ers, 


allowing 


cases 


current losses, 
based on events in 
gan,” Carter,™ 


Nichol ®™ 


would seem 
justify this treatment And now 
| 


» above cases have apparently had their 
inner inconsistencies ironed out by the Su- 
Court 


later 


holding in the Arrowsmith 
that 


later years 


it would seem clear whether the 
(in our 
ordi- 
nary or capital would depend on the nature 
of the original sale by the obligor, irrespec- 

» of the 


years 


incurred in the 


commercial annuity” case), are 


absence of a sale or exchange in 


sstponement of all gain or loss until a 
(usually the death of the “an- 
nuitant’”) the final basis for the property 
becomes fixed, as suggested by the judge in 
Steinbach-Kresge,* would seem a less satis- 
tactory The proposition cites Bur- 
in support of such treatment, 


write! 


when 


solution 
net v. Logan‘ 


but the 


believes this constitutes a 


'A loss of an individual in a transaction 
entered into for profit 

4 loss sustained by a corporation 

However, the current 


even if an 


result would 
original loss was 


year's 

be the same 

realized 
Duveen Brothers, Ine 


rC 124 (1951) 


CCH Dec. 18,451, 17 


‘Stanley Switlik, CCH Dee 
121 (1948) 


17,110, .138 TC 
12 aff'd 50-2 ustc 7 9446, 184 F. (2d) 
299 (CA-3) 

Frederick R. Baue 
876 (1950), rev'd, on other 
¢ 9152, 193 F. (2d) 734 (CA-2). 

On certiorari to the Supreme 
Bauer case took the name of 


Commissione? 


r, CCH Dec. 17,984, 15 TC 


grounds, 52-1 wusrte 


Court, the 
Arrowsmith v. 


Cited at footnote 11 
S Commissioner wv 
170 F. (2d) 911 (CA-2) 
>» Westover Vv. Smith, 51-2 uste 
(2d) 90 (CA-9) 
K. Megargel, 


Carter, 48-2 ustc { 9415 


§ 9469, 173 F 


' Margery 
TC 238 (1944) 


CCH Dec. 13,729 
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misapplication of the Logan principle. That 
principle endeavors to keep the tax conse- 
quences of a transaction, in which the ulti- 
mate value of the property transferred on 
one side is uncertain, as current as is pos- 
sible—although a loss may necessarily have 
to await final determination of value before 
realization and recognition because of the 
inherent difficulty in fixing a loss in any 
earlier year, a gain is easily determinable, 
once basis is recovered, and is reported pro 
tanto in each year thereafter. In effect, there 
is only a partial postponement of gain in 
the Logan principle, in contrast to the total 
postponement of gain as in the suggestion 
of the Steinbach-Kresge judge. Further- 
more, the full impact of gain or loss would 
result at a time and under circumstances 
which the taxpayer has (it is to be 
hoped) no control—the death (generally) of 
the “annuitant’—and (while not without 
precedent in present tax law) gain would 
be taxed in a year in which there was no 
receipt of money or property related there- 
to. It is submitted that this result should 
be avoided where possible. In the solution 
offered by this writer, the initial gain (less 
frequently, loss) is recognized in the year 
incurred, and modified (in 


Over 


case of a loss, 
increased), in each year thereafter, to the 
extent of the then known. If this 
creates a heavy initial tax burden, it is one 
of the taxpayer’s own choosing, and funds 
are presumably present to satisfy it. It is 
evident also that the Steinbach-Kresge sug- 
gestion would not solve the problem of de- 
preciation 653). 


lacts 


(see within at page 


Continuing with our “capital expenditure” 
theory, what should the answer be if the 
obligor disposed of the property by gift 
prior to the death of the “annuitant”? Since, 

1 Harwick v. Commissioner, 43-1 uste { 9332, 
133 F. (2d) 732 (CCA-8) 

82 Nichol v. U. 8., 43-1 ustc J 9262, 48 F 
662 (Ct. Cls.) 

o 52-2 usTc { 9527, 344 U. S. 6 See footnote 55 

33 F. (2d), at p. 899: “If the writer dis- 
poses of the stock before the annuitant dies 
it would seem reasonable to defer the calcula- 
tion of gain or loss until death occurs. The 
transaction, in view of its uniqueness, may be 
deemed to remain open, even after disposition, 
to await the fixing of cost. There is no statu- 
tory command for a reckoning of tax immedi- 
ately upon disposition which would compel the 
establishment of cost by actuarial values on 
analogy to federal estate tax practice See 
Ithaca Trust Co. v. United States, 279 U.S. 151, 

9 Boston University Law Review 288 
Similarly unique transactions have been deemed ~« 
to remain open after disposition to await the 
fixing of selling price. Burnet v. Logan 283 
UU. 3. ae: 


® See footnote 63 


Supp 





under Section 113 (a) (2), the donee nor 
mally takes the donor’s basis, it would seem 
that the donee should acquire a basis reflect- 
ing total “annuity” payments to the date 
of the gift, and, thereafter, increase his 
basis to reflect additional payments by the 
donor obligor, just as the obligor would do 
if he retained the property. Since a gift tax, 
if applicable, reflects fair market value, the 
subsequent upward adjustments of 
would not affect the gift tax computation 
\ more difficult question arises where the 
donee sells the property. 
once again beyond 


basis 


The property is 
the obligor’s ability to 
“annuity” 

Furthermore, it is not 
him deductible pay 
ments, because he paid no income tax rela- 
tive to the disposition of the property and, 
in truth, has suffered no loss he didn’t vol- 
untarily assume. It would seem that all 
payments subsequent to his donee’s disposi 
tion of the property by sale would be with 
out tax significance and in the 


affect basis by subsequent 
ments 


pay 
logical to 


allow 


losses for these 


nature ot 
pet sonal ¢ xpenses 


Apparently no problems, not already 


noted, are incurred, under the “annuity ven 
ture” theory, where the property 1s sold 
prior to termination of the annuity contract 


The re 


gain 


is an immediate basis for determining 

Presumably, an 
results in the 
death, 


initially 


loss 


additional 


loss 


gain o1 year of the “an 


nuitant’s” adjustment 
to the The stat 
ute, proposed by the American Law Insti- 
tute, calls this 

which, of course, 


representing an 
inaccurate basis 
“mortality” 


gain or loss, 


would not materialize if 
the “annuitant” lives exactly the period of 


his expectancy 


The donee of the property, in the event 


of a gift, presumably takes the original actu 
arial basis of the obligor, subject to an 
upon the death of the 
reflecting the obligor’s 

likely, he 


with the 


adjustment in basis 


“annuitant,” actual 


cost: or, more retains the original 


basis 


intact obligor 


absorbing a 
taxable “mortality” 


“pert ct” 


The 1 partial answer to the 
basis question (to which it is allegedly dedi 
cated ™), based on an old G. C. M.® It 
holds that basis for gain or loss is the sum 
of the payments made plus the present value 
of future payments, 


gain or loss in order t 


the original basis 


Bureau has 


based on the “annui 


% See 
503 

 G. C. M. 11655, XII-1 CB 159 (1933). 

* This method was followed in Nelson Trott- 


man, cited at footnote 41, involving somewhat 
different facts. See footnote 41 and text. 


Galvin, article cited at footnote 1, p 


652 August, 


1953 @ 


tant’s” life expectancy according to tables 
in the estate and gift tax regulations.” The 
G. C. M. is silent as to the 
“annuitant” thoughtlessly 


survives his life 


result when the 
predeceases ot 
“expectancy” (as declared 
by the Commissioner’s tables). Presumably, 
actual would control where the “an 
nuitant” died prior to a disposition of the 
property by the obligor, thus utilizing, to 
this extent, the “capital expenditurs 
However, as we complications set 
in if the G. C. M. basis is used for deprecia 
tion purposes and then later adjusted up o1 
down to reflect actual cost.” 


cost 


a thec ry 
shall see, 


In its proposed statutory solution,” the 


Law Institute, desirous of fixing 


an immediate 


American 
basis good for both gain o1 
loss determination and depreciation, borrows 
heavily from the “annuity venture” theory, 
though it attempts to 
theories It 
justed 
method used in the 
theory.” If the property is 
obligor to the death of the 
“mortality” i 


ride astride 


prescribes an_ initial 


basis,” similarly 


computed 
“annuity ven 
held bi 
“annuitant,” the 
loss caused by the tim 
reflected 


regulations to be 


gain or 
death 1s 
justment, under 
by the Commissioner. No 


loss is realized thereby by the 


ing of his in a basis ad 


prescribed 
taxable 
obli 
adjustment brings basis into line wi 


cost to the obligor, in effect, achi 


result of the “capital expenditure” 
added in th 


been 


(A unique wrinkle is 


material 
duced by depreciation allowances, whi 
shall not this point.) 
property of by the obligor 
to the death, an o1 
(based on the 


the original basis has 


discuss at 
is dispose d 


“annuitant's 


roel es Ba 


“unadjusted 


described above) is realized ane 


death of the 


Upon tl 
additional 


nized “in 


ie later “annul 
“mortality” gain or los 
proper 
wholly with 


respect ot the 


treatment coincides 


the “annuity 


able treatment under 
theory 
Except in so fas 


with the 
treatment of the 


sistent 


American i 


“annuitant” (it continues 


to regard him as a real annuitant, reporting 
a portion of his payments as ordinary in 
come under a modified Section 22(b)(2)(A) 
provision),” it has 


most oft the object ons 


** See discussion of substantially the 
probem inherent in American Law 
proposed solution at p. 650 

7” See footnote 37 

™ Cited at 
and (B). 


same 
Institute's 


footnote Sec. X126(f)(1)(A) 


7 Cited at footnote 37, Sec. X126(b). 
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ot the “annuity venture” theory—including 


the necessity to value the annuity contract 
in all cases—and further, 


damental 


departs from fun- 
Oddly enough, while 
treatment of the problem 

“annuitant-annuity writer” 
concept, in its present form, the statute, pro- 
posed by the American Law 
to what the 


reality 
flavoring the 


heavily with an 


Institute, bows 
writer regards as the true nature 

the matter by labeling the parties in its 
section captions as the “Seller of the Prop 


erty’ and the “Buyer of the Property.” 


Basis for Depreciation 


discussion of basis for 
us investigate the 
property transferred 
a kind subject to depreciation allow 
ances under Section 23 (1) 


which the 


With the foregoing 
loss in mind, let 
possibilities where the 


alin Of 


is of 
The basis, upon 
amount of the deduction is com- 
puted, is the “adjusted basis” 
der Section 113 (b).* 


provided un- 
This provision makes 


starting point is “basis,” as 


Section 113 (a)- 


generally 


Only one case known to 


his writer has 


t 
discussed, even obliquely, the 


question of 
lepreciation taken by the obligor in the type 
f transaction we have been 
This was the Moor case,” 
seen, first postulated the 


theory The 


examining 
which, we have 
“annuity venture” 
necessity to establish a basis 
for depreciation in that case possibly was 
instrumental in the declaration of the theory, 
for we know that the 


problem of an initial, 


static basis is met by this approach 


Cases 
accepting the “capital expenditure” theory 


been spared the 


+} 


requirement 


e question ot 


basis for 


“annuitv venture” theory, the 
basis for de 


n, computed with reference to the 


t 


civen an immediate 


ne estimated 


payments he will 


make (discussed above) 


] Jespite 


normal statutory 


above 
mentioned, that the basis for depreciation 


requirement, 


represent the cost of the asset, it is apparent, 
under this view, that the obligor will take 
ich at estimated cost, 


relationship to actual cost in the 


be St, 8, 


footnote 37, Se 


X126(f)(1) and 
23(n) refers to Sec, 114 for the deter- 
mination of basis; Sec. 114 in turn refers to 
Sec. 113(b) for a determination of ‘‘adjusted 
113(b) refers to Sec. 113(a) (gen- 
cost’’) and provides further adjust- 


t Sec 


basis Sec 
erally 
ments 

Cited at footnote 28 
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earlier years in which the deduction is 
taken In this respect, the result is not 
unlike the Supreme Court’s holding in the 
Crane case ™ where the value of indebted- 
assumed by the taxpayer was 
added to his “cost” or equity in the prop- 
erty for purposes of depreciable basis. The 
case has been explained as assuming, in 
effect, that the taxpayer later will have to 
invest an additional amount equal to the 
indebtedness in order to retain the property, 


and, 


ness not 


hence, is given credit initially for such 


investment.” We will not 
concern ourselves here with why the Court 
so held, simply conceding that the “annuity 
venture” theory of basis is not without argu- 
able support in the Supreme Court. 


assumed later 


To illustrate the operation of the “annuity 
venture” 


assume a 


approach to depreciable property, 
“value of the annuity” basis of 
$100,000, depreciation allowances based on 
that amount of $5,000 a year, and annual 
payments under the $12,000," 
lf the “annuitant” dies three years and 
the obligor still retains the property, his ad 
justed basis in the property would appear 
to be $85,000 ($100,000 less $15,000 deprecia 
tion) and he would incur a taxable “mor- 
tality” gain of $64,000 ($100,000 less $36,000, 
sum of With the pay 
gain, his adjusted 
basis of $85,000 becomes “perfected,” in a 


contract ol 
after 


payments made) 
ment of the tax on the 


sense, and no further complications in tak- 
ing depreciation should be encountered 


sold prior to the 
result can be il- 
assuming the 


Where the property is 
“annuitant’s” death, the 
lustrated as follows, basi 
facts as given above, and substituting a sale 
for $120,000 after the third year and the death 
of the “annuitant” after the fifth year. Gain 

$35,000 ($120,000 less 
adjusted basis of $85,000) On the. death 
of the “annuitant” two years later, a further 
“mortality” gain of $40,000 ($100,000 origi 
nal basis less $60,000, sum of payments to 
date) probably 


on the sale would be 


would be incurred. Ob 
viously, no depreciation allowance is prope: 
to the obligor after the sale of the property 


It would seem from the foregoing that if 


“annuity venture’ ap 
proach to the determination of basis for gain 


Ke 


or loss in this type of transaction, despite 


one can accept the 


* UVrane 1 
S. 1 (1947) 
‘Surrey and Warren, Federal Income 
tion Cases and Materials (Brooklyn, 
Foundation Press, Inc., 1950), at p. 479 
* The question of an 
element in the annual 
nored Likewise, 
ity’’ gain as 
avoided 


Comyprissioner, 47-1 uste § 9217, 331 


< 


Taxa 
The 


interest or discount 
payments has been ig- 
characterization of ‘‘mortal- 
capital or ordinary has been 
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objections previously suggested, he will not 
be seriously troubled by the extension of 
the approach to cover the handling of 
depreciable property. 

The American Law Institute’s approach 
to the problem necessarily differs from the 


above where the property is still in the 
hands of the obligor when the “annuitant” 
dies.” As indicated above,” no _ taxable 


“mortality” gain or loss is recognized. 
Rather, the original basis (as adjusted for 
depreciation) is further adjusted to reflect 
actual cost to the obligor. Therefore, it is 
that the early death of the “an- 
will precipitate a “mortality” ad- 
justment which will more than exhaust the 


remaining unrecovered basis 


possible 
nuitant” 


The proposed 
statute provides that any unused portion of 
the adjustment shall not reduce basis below 
but under Regulations to be 
prescribed by the Commissioner, shall re- 
duce the basis of other property owned by 
the taxpayer.” 


zero, rather, 


This approach * would seem 
to present a few problems of its own, the 
most obvious the arising 
where the basis of the remaining assets of 
the taxpayer is insufficient to absorb the 
excess adjustment (a problem perhaps more 
academic than real). The administrative 
problem of effecting a proper allocation over 


being dilemma 


all the taxpayer’s property, or of tying him 
down to a definite selection of property to 
bear the excess adjustment, probably is not 
insurmountable. 


How can the depreciation problem be met 
under the “capital 
The position of the 


expenditure” theory? 


Commissioner in the 


” See text at p. 650 and footnote 42 
* See footnote 79. 


“Cited at 
provides 


footnote 37 Sec. X126(f)(2)(B) 
‘Treatment of Mortality Gain and 


Loss Regulations shall provide for the proper 
treatment of mortality gain and loss. Under 
these Regulations if the property is still held 
by the taxpayer, the mortality gain or loss 
shall be reflected on the death of the annuitant 
as an adjustment to the unadjusted basis of 
the property. The basis of the property, how- 


ever, 
of a 
basis, 
used 
to reduce 


shall not be 
adjustment 
but any 


reduced below zero because 
decreasing the unadjusted 
portion of an adjustment not 
because of this limitation shall be used 
the basis of other property of the 
taxpayer. If the property is no longer held by 
the taxpayer, any mortality gain shall be 
treated as gain in respect of the property on 
the death of the annuitant and any mortality 
loss shall be treated as loss in respect of the 
property as each of the annuity payments re- 
flecting the mortality loss is made."’ 


% Apparently similar to that under present 
Regs. 111, Sec. 29.113(b)(3)-1 and 2, relative to 
the basis adjustment referred to in Code Sec. 


22(b)(9) 


83 Cited at footnote 75 
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Crane case™ that any computation of depre- 
ciation involving a periodically increasing 
equity in property would constitute a “tre- 
mendous accounting burden on both the 
Commissioner and the taxpayer” was ap- 
parently received favorably by the majority 
of the Supreme Court, because it stated a 
few lines later in the opinion that the use of 
such a method “entails very great adminis- 
trative difficulties.” By contrast, six mem- 
bers of the Board of Tax Appeals, dissent- 
ing in the Moore case.” stated 


“or 


Che depreciation deduction must be based 
on actual cost. United States v. Ludey, 274 
U. S. 295. Although the rate varies as to 
each payment because of the progressively 
shortening life, this is clear and can be easily 
computed by arithmetic.” * 


Court 
not be 
the use of a 
tem for taking depreciation in the “annuity 
for property” cases predicated on the 
ital expenditure” theory. The decision 
there, involving the depreciation of mort 


The writer feels that the Supreme 
the ( 
considered as foreclosing 


discussion in rane case”™ can 


SvVS- 


“cap- 


gaged property, was certainly grounded on 
considerations other than administrative in- 
convenience. Despite a readiness displayed 
by some commentators to regard the “cap 
ital expenditure” theory as incapable of pro- 
ducing current depreciation allowances,” the 
like the the 
Moore case, considers the problem not at all 
insuperable. Neither the Code nor the reg- 
ulations prescribe a method of computing 


writer, dissenting judges in 


depreciation; ™ the requirement 


appears to 








5* See footnote 83 

*5 Cited at footnote 28. 

6 35 BTA 1140, at p. 1145. 

** Cited at footnote 75. 

58 See, in 
footnote 1, 


particular, Burks, article 
at pp., 225 and following, where he 
says: ‘“‘Unfortunately, the latter or the ‘pur- 
chase’ theory [‘‘capital expenditure’’] is the 
more recent and is generally regarded today as 
representing the one which will be followed 
by the Bureau and the courts, and so it isn't 


cited at 


possible for the transferee to finally compute 
gain or loss or any depreciation on the trans- 


ferred assets until after the death of the trans- 
feror.”’ 

* The Bureau of Internal Revenue’s 
tin ‘F’’’ (1942), dealing with 
Depreciation and Obsolescence 
ful Lives and Depreciation 

1: “The capital 


**Bulle- 

“Income Tax 
Estimated Use- 
Rates,’’ states at 
p. 4: sum to be replaced by al- 
lowances for depreciation over the useful life 
of the property may either be deducted in equal 
annual installments or in accordance with any 
other recognized trade practice, such as ap- 
portionment to units of production. While no 
specific method is prescribed, whatever plan or 
method of apportionment is adopted must be 
reasonable and cannot be changed in a later 
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The depreciation deduction must be 


based on actual cost. 


be only that of “reasonableness,” tailored to 
While two or 
three widely accepted methods have evolved 
—particularly the “straight-line,” the “de- 
clining’”’ or “diminishing balance” and the 
“unit of production” method—modifications 
of and departures from these ought to find 
acceptance if reasonable. 


meet specific circumstances. 


The problem is 


perhaps more of persuasion than of law.” 


\ brief discussion of the 
method is in ¢ 


“straight-line” 
wrder because it is the most 
commonly used method and, 


it is submitted, 
is completely adaptable to meeting our in- 
stant problem of 


under the “capital 


computing depreciation 


expenditure” approach. 
Let us assume depreciable property with a 
basis of $100,000 and an estimated useful life 
of 20 years. We will disregard, for purposes 
example, value. It 
20, of the original 
$5,000, is properly deductible as 
This 
“straight- 
however, the 
deduction of the 
may be 


salvage is clear 


that on the facts given, 1 
basis, or 
depreciation in each of the 20 years. 
is a simplified application of the 

line” method Technically, 
method 
“ratable 
recover during 


the property the 


91 


consists of the 
amount as necessary to 
the remaining useful life of 
unrecovered cost or other 
This is so because of the provi- 
of Section 113 (b) (1) (A)®™ which 
that depreciable basis be adjusted 
upward or downward to reflect capital ex- 
penditures or losses in respect of the prop- 
erty, and, also, to allow for excessive past 
deductions. An example will illustrate this 
Assuming an original basis of $100,000 and 
a 20 yeal life, 1t 1s ¢ lear that 1/20 of $100,000 


basis.’ 
sions 


require 


(Footnote 89 continued) 


year without the consent of the Commissioner."’ 
(Italics supplied.) 

In Evangeline Gravel Company, Inc. (CCH 
Dec. 4284, 13 BTA 101), the Board stated 
There is no one fixed and universal rule to be 
followed; but the facts in each case must be 
carefully considered together with the sur- 
rounding circumstances, and then, in the light 
of such facts and surroundings, a deduction 
made which shall constitute a reasonable al- 
lowance ™ 


"The burden of persuasion should be ap- 
preciably less as a result of the recently 
announced Bureau policy not to disturb de- 
preciation deductions subsequent to May 12, 
1953, and for all open years where an agree- 
ment has not been reached on any level as to 
tax liability, except where there is clear and 
convincing basis for a change (IR-Mim. No 
183, May 11, 1953). 


Transfer of Property for an Annuity 


(or $5,000) will be allowable as depreciation 
after one year. Applying the above techni- 
cal form of the “straight-line” method, 1/19 
of $95,000 (or $5,000) will be allowable after 
the second year and 1/18 of $90,000 (or 
$5,000) after the third year. If, during the 
third year, a capital expenditure of $15,000 
in respect to the building was made, the 
allowable deduction at the end of the year 
would constitute 1/18 of $105,000 (or 
$5,833.33), and the following year, 1/17 of 
$99,166.67 (or $5,833.33). 


How would this method work if applied 
to depreciable property which has been pur- 
chased by a taxpayer for an uncertain sum 
consisting of annual payments of a stated 
amount for the hfetime of the 
“capital expenditure” 


seller (our 


theory )? 


Assuming the property has a 20-year use- 
ful life, that the purchaser-taxpayer has ob- 
ligated himself to pay $12,000 per year for 
the lifetime of the and, further, that 
the seller possesses a life expectancy of ten 
years at the date of the transaction, the 
figures set out in Table I at page 656 will sug- 
It will 
be noted that the captions for the various col 
umns closely follow the “Explanation of 
Deduction for Depreciation” Schedule found 
in current income tax returns. By 
an appropriate fraction (of 


seller, 


gest a method for taking depreciation 


taking 
which the de- 
nominator is the number of years of useful 
life remaining 


from the beginning of the 


taxable year), times the remaining cost to 
be recovered (reflecting all annual payments 
ot $12,000 to date) at the end of the year, 
the proper depreciation for the year is com 
puted. The depreciation, allowable under 
this theory, climbs rather moderately (con 
sidering the annual addition of 12,000 to the 
price) in the 
takes off rather sharply 


purchase earlier years, but 


in the later years, 
Bureau personnel have been advised to con- 
sider whether the rates used are fair and rea- 
sonable, whether the taxpayer has followed a 
consistent practice, and whether, in considering 
all the factors, including reasonable tolerances 
any adjustments proposed are 
(IR-Cir. No, 144, May 11, 1953). 

Apparently, it has been recognized that the 
total effect on the revenue of varying concepts 
of correct depreciation rates is negligible pro- 
vided the practice of taking the deductions is 
consistent. 

See Regs. 111, Sec. 29.23(1)-5. See 
cussion in Stanley and Kilcullen, 
Incame Tax, A Guide to the 
(New York, Tax Club Press, 1951), at pp. 90-91 

= **(1) GENERAL RULE.—Proper adjustment 
in respect of the property shall in all cases be 
made 

(A) for expenditures, receipts, losses, or other 
items, properly chargeable to capital account 


substantiated 


also, dis 
The Federal 
Law (2d Ed.) 
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TABLE | 


Example Applying ‘‘Straight-Line’’ Method of Depreciation to ‘‘Capital 
Expenditure"’ Theory 


Depreciation 
Cumulative Allowed or Remaining O Adjusted 
to ¢ Cost, End Allowable in Cost to be Allowable actional Basis, End 
) ear Jor ) eal of Y ¢ ar Prez tous ) ears Recovered yor E , oy Y ear 


1 $12,000 $ 12.000 $12,000.00 $ $11,400.00 
000 24,000 $ 600.00 23,400.00 231.58 22,168.42 
00 36,000 1,831.58 34,168.42 ; 3.2 8 32,270.17 
000 48,000 3,729.82 44,270.18 , 3 41,666.05 
O00 60,000 6,333.95 53,666.05 3,35 . 50,311.92 
000 72.000 9 688.08 62,311.92 154.1. 5 58,157.79 
2.000 84.000 13,842.21 70,157.79 f 65,146.52 
000 96,000 18,853.48 77,146.52 934.3: 3 71,212.17 
000 108,000 24,787.83 83,212.17 934.35 76,277.82 
000 120,000 31,722.18 88,277.82 8.025 80,252.56 


ho Dh D&W DY DO IN DO 


000 132,000 39,747.44 92,252.56 225.2 83,027.30 
2,000 144,000 18,972.70 95,027.30 84,468.71 
2,000 156,000 59,531.29 96,468.71 12,058.59 ; 84,410.12 
2,000 168,000 71,589.88 96,410.12 13,744.70 82. 635,42 
2.000 180,000 85,364.58 94,635.42 5. 57 78,862.85 
2,000 192.000 101,137.15 90,862.85 8,172.5 7 72,690.28 
2,000 204,000 119,309.72 84,690.28 , y 63,517.71 
2,000 216,000 140,482.29 75,517.71 -t 3 50,345.14 
2.000 228.000 165,654.86 62,345.14 31, : 2 31,172.57 
000 240,000 196,827.43 $3,172.57 
240,000.00 





Y IO DQ DO DO 


to 


actually exceeding the annual capital pay in the usual application of the 
ment from the thirteenth year on. The very _ line” method 

last deduction is quite large and equals the then Since the total of the capital payments at 
remaining basis the end of the tenth year (on the termina 
Because of these results, the system might tion of the life expectancy) can be thought 
be criticized on the ground that the later to bear some close relationship to 
deductions are too excessive to be reason inal value of the property at the time of the 


able (from the point of view ot! the Commis transaction, it follows that if the seller } 


the orig 
ad 
sioner) and too large to be absorbed by the enjoyed a longer lite expectancy at the time 
income of most taxpayers. Conceding the of the sale, the annual payments by the pur 
possible validity of these contentions, it is chaser would be made in a corresponding ly 
only fair to point out, however, ‘that rarely, reduced amount. This would have the effect 
if ever, will the entire length of this sort of | of lowering the large, perhaps objectionable, 
table be utilized. In our facts, for example, deductions in the later years. Reverting to 
the seller had a life expectancy of ten years our original facts, should the seller not only 
While it is possible that he might live for outlive his ten-year life expectancy but aiso 
20 years (the life of the property), it is not the 20-year useful life expectancy of the 
likely At the end of ten years, the buyer property, subsequent payments by the pur 
has expended $120,000 and has recovered chaser could be deducted in full, each vear, 
$31,722.18 in depreciation allowances. Should as losses. Perhaps by then a new, lon; 
the seller die in that vear, the balance of estimate of the useful life of the property 
the table would, of course, be discarded, and would have been made and the additional 
the remaining unrecovered basis of some payments treated as additions to depreci 
$88,000 would be recoverable in equal in able basis 

stalments over the remaining life of the It 
property Che same principle applies, of 
course, no matter what year the _ seller 


‘s submitted that the above method 
of taking depreciation meets the test of rea 
sonableness, is definitely not productive of a 
should die; basis becomes fixed and is re- “tremendous accounting burden on both thi 
coverable thereafter in equal instalments as Commissioner and the taxpayer,” 
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clearly conforms to the dictates of Section 
113 (b) (1) (A) Furthermore, as distin- 
guished from the technique under the 
nuity venture” 


deduction 


“an- 

the 
which 
obligor’s actual capital invest 
ment in the property. 


theory, in no 
computed on a 


year is 
basis 
exceeds the 


As an alternative to the above adaptation 
of the method, a 
“declining” or 


“straight-line” 
counterpart to the 


rough 
“dimin- 
method might be considered. 
method, a 


ishing balance” 
In the later 
remaining 


fixed percentage of 


basis, rather than original basis, 


is taken each year. This obviously results 


in larger de preciation allowances in the 


smaller allowances in the 


catT- 
} 

11€1 years and 
later 


the rate is applied is a continually declining 


a fixed pet 


years, as the measure against which 


one.” Reversing the procedure, 
centage could be applied in each year against 
di balance where 


an “ascending” or “increasing” 


“capital expenditure” problem is pres 
ent. This would tend to prevent the 


increase in the 


sharp 


amount of depreciation in 


the later years, inherent in 


Out 
line” method; but, unless the annual rate is 


nigt there no opportunitv to re 


VI +s 


100 pet 


the 
1 
| 


cover an amount approaching cent 
the 


long 


capital expenditure over life of 


should ive that 


the seller 
will 
reasons pt 


sell I 


1é prope rty; 


property, 


his objection often not be 


rious, 
however, TO! above 
the lite 
upon his death, the remain 


could be 


stalments as 


inted out 


Cvpically, the will not outlive 


of tl 


I 
Nig basis 


recovered in 
under the 


equal in 
method 


“straight-line” 


TABLE Ii 


(there would be no advantage in clinging 
to a fixed percentage such as was used prior 
to the seller’s death). Using our previous 
facts, the results of the application of various 
against 


rates “ascending” balance is 


illustrated for certain key vears in Table I] 


the 


the table 
that, even with an immoderately high rate 
of 20 per cent, it is impossible to recover 
all of the capital over the life of the prop- 
erty. | the arbitrariness of the 
used, the probably excessive 
the earher years, and the 
impossibility of recovering all of the basis over 
the life of the property, it is submitted that 
the “straight-line” provides. the 
simpler, more reasonable, more consistent, 
and, therefore, the defendable 
method of the two 


It is obvious from a glance at 


Because of 
percentages 
depreciation in 


adaption 


more easily 


Deduction for Interest Paid 
Whether o1 


any 


can deduct 
payment as in 


not the obligor 


amount his annual 


terest no longer appears to be a burning 


question. It has been claimed by taxpayers 
in several 


al litigated cases and, with one ex- 
ception, has 


been denied.“ The only justi- 
fication, of course, for attempting to deduct 
interest grows out of the fact that the courts 
have persisted in treating the recipient of 
the payments as an annuitant, requiring him 
to report a portion of each payment as ordi- 
nary income on the theory that he is re 
interest on the (property) 


he has transferred to the 


ceiving money 


obligor 


Application of ‘‘Ascending Balance’’ Method of Depreciation to ‘‘Capital 


Expenditure’’ Theory 


5 per cent Rate 


7 otal 
Depreciation 
$ 8,422.06 

28,512.03 
57,630.40 
93,734.80 


End of 


VCcal 
VCal 


Veal 


15 per cent Rate 


T otal 
Depreciation 
$ 22,171.96 

65,387.45 
117,940.08 
174,635.63 


10tl 
15th 


20th 


Stanley and Kilcullen, work cited at foot- 
note 91, at p 91. 

* Denying interest: Edwin M. Klein, cited at 
footnote 27: Steinbach-Kresge v. Sturgess, cited 


at footnote 27; Reliable 
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Incubator and Brooder 


10 per cent Rate 

7 otal 
Depreciation 
$ 15,772.92 
49,657.27 
94,236.24 
145,130.28 


Remaining 
Basis 

$ 51,577.94 

91,487.97 

122,369.60 

146,265.20 


Remaining 
Basis 
$44,227.08 
70,342.73 
85,763.76 


94,869.72 


20 per cent Rate 
Remaining Total 
Basis Depreciation 
$ 37.828 04 $ 
54,612.55 
62,059.92 
65,364.37 


Remaining 
Basts 
27,728.64 $32,271.36 
77,153.95 42,846.05 

133,688.83 


46,311.17 
192,553.38 47 446.62 


Company, CCH Dee 


F. A. Gillespie € 


15,128, 6 TC 919 
Sons Company v. Commis 
sioner, cited at footnote 27, cert. den. 329 
U. 8. TH Allowing interest: John C. Moore 
Corporation, cited at footnote 28 


(1946) ; 
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The courts are tending to regard the 
obligor under a ‘noncommercial 
annuity"’ arrangement 


as the purchaser of property. 


At no other point is the confusion in the 
thinking on the subject of 
annuities” brought into sharper focus 


“non-commercial 
While 
taxing interest to the recipient on the “an- 
nuity theory, the un- 
deny the corresponding 
deduction to the payor with a resounding cry 
of “capital expenditure!” The Tax Court 
(Board of Tax Appeals) even produced this 


venture” courts, in 


varying fashion, 


anomalous result in dealing 
with the 


aa y 99 
annuitant s 


separate cases 


same payments—once from the 


point of view” and once from 


the obligor’s point of view 

case to allow the deduction was 
friend, the Moore case.” The 
sistent view of that case that the transaction 


The only 
our old con 
from the 
point of all parties, compelled the 
allowance of the 


consists of an “annuity venture” 
vantage 
“discounted” portion of 
interest deduc- 
tions. ‘This case and the Klein case™ 
dated the present 3 per cent annuity 
provided in Section 22 (b) (2) (A). 
denial of an “interest” 


obligor since that section came into the law 


the obligor’s payments as 
ante- 
rule 


The 


in 1934 is perhaps more justifiable, irrespec- 


tive of the theory one chooses to explain 
the obligor’s position, because the 3 per cent 
which the 


report as 


of the consideration “annuitant” 
interest, is both 
artificial and arbitrary and bears little re- 


semblance to the actualities of the matter. 


is required to 


\ considered rejection of the allowance 
of an interest deduction to the obligor ap- 
pears in the Steinbach-Kresge case,” which 
we already have noted for its outstanding 
analysis of the whole 
nuity” problem. 


“noncommercial an- 
It disapproves of the al- 
lowance even where the “annuity venture” 
theory is thought to control on the ground 
that the definition of 


classic “interest”— 


% Florence L. Klein, CCH Dec. 2283, 6 BTA _ 


617 (1927), in which the ‘‘discount portion’ of 
each payment was taxed as ordinary income. 

*% Edwin M. Klein, cited at footnote 27, in 
which the identical payments considered in 
Florence L. Klein were held to be capital 
expenditures and hence nondeductible in their 
entirety. The contingent nature of the in- 
debtedness was held to justify denial of the 
deduction. 

* Cited at footnote 28. 

% See footnotes 95 and 96 
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deduction to the 
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compensation for the use, forebearance, o1 
detention of money—is inapplicable to the 
facts at hand; the forebearance or detention 
of the money (property) is for the benefit 
of the annuitant in an annuity contract 
However, the court’s own inclination to- 
wards the “capital expenditure” theory ™ 
provides the most important basis for its 
denial of the interest deduction. 

The American Law Institute would allow 
the deduction of interest to the obligor, 
taxing an identical amount to the “annui 
tant.” Its proposal does away with Section 
22 (b) (2) (A) and substitutes a somewhat 
more realistic, though still artificial, calcu 
lation of “interest.” ™ 

However, the problem disappears, as indi 
cated at the outset of this with 
the courts’ growing recognition that the 
“capital expenditure” approach controls the 
obligor’s tax consequences. There is littl 
room for the concept of interest when th 
obligor’s payments are characterized as ex 
penditures of capital.” 


section, 


Where the Obligor Predeceases 
the Annuitant 


Ordinarily, where the obligor predeceases 
the “annuitant” the obligation to mak« 
sequent payments 
the estate. 


sub 
charge 
This probably can be 

somewhat by contract. 


becomes a upon 
varied 
Under either theory 
—‘capital expenditure” or “annuity venture” 
—the property will be valued for estate tax 
purposes at its date of death (or optional) 
value and the property will henceforth have 
a fixed basis, unaffected by future payments 
to the “annuitant,” 
estate tax value. 


corresponding to its 


The obligation to pay will be valued as 
a liability of the estate—under the Commis 
sioner’s regulations probably *“—based on the 
then life expectancy of the “annuitant.” 
Such treatment is not, of course, incon 
sistent with the income tax concept of 
“capital expenditure.” Estate tax valuations 
of future receipts or expenditures based on 


life expectancies represent an accepted val- 


uation as of a particular day. The fact 


that the valuations are proved highly in- 


*® 33 F. Supp. 897, at p. 901. 

#9 33 F. Supp. 897 at p. 898 

1 Cited at footnote 37. See Sec. X126(a), 
(b) and (f) and explanations following. 

2 Even Code Sec. 44, dealing with installment 
sales, ignores the recognition of an interest 
element in the delayed increments of purchase 
price. See Lourie and Cutler, article cited at 
footnote 1, at pp. 711-712. 

3 Hstate of Charles H. Hart, CCH Dec. 13,123 
1 TC 989 (1943). (This is a related case to the 
Sheridan case, cited at footnote 28.) 
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accurate by subsequent events do not, ordi- 
narily, cause these original values to be 
altered.“ Galvin, in his article,” says that 
if the estate were relieved of part of its 
liability to pay because of the “annuitant’s” 
death, the estate would realize income to 
the extent of the difference between the 
valuation placed on the obligation in the 
estate tax return and the amount actually 
paid. This writer believes that that result 
is at least questionable and he regards 
similarly Galvin’s further suggestion that 
any payments in excess of the estate tax 
valuation of the obligation would probably 
constitute additional basis for the prop- 
erty”“” In the Ithaca Trust Company case, 
the value of a charitable deduction for 
estate tax purposes reduced by the 
value of the estate of an intervening life 
tenant, computed as of the date of death of the 
decedent and irrespective of the actual death 
of the life tenant prior to the payment date 
for the tax. It would that the date 
of-death value of a deductible liability based 


was 


seem 


on a life expectancy, likewise, would not be 
altered by the subsequent death of the 
obligee prior to his expectancy. 


Conclusion 


While the statutory law does not ex- 
plicitly deal with the problem and the case 
law is largely undeveloped, it is evident that 
the courts are tending to regard the obligor 
under a “noncommercial annuity’ arrange- 
ment as the purchaser of property, as op- 
posed to considering him an annutty-writer 
for a consideration consisting of the trans- 
ferred property. This approach seems to 
accord with fundamental reality in the typi- 
cal cases in this field. Furthermore, though 
as yet untested in the courts, it is submitted 
that adequate solutions consistent with the 
property purchase or “capital expenditure” 
approach are readily available tc-meet the 
problems—primarily those involving basis— 
attendant upon the property in the hands of 
the obligor, or in those of his transferee or 


estate. [The End] 


| THE NEW $5,000 DEATH BENEFIT—Continued from page 644 


set up a 


nonqualified trust to hold the 
funds, or use an insurance company, unless 
the employer is the beneficiary. Never 


mention insurance in the plan 

(7) Recite that the promise is made in 
consideration of past and 
and reduce employee 
lessen 


future services 


also to turnover, 
generally to pro 


com- 


absenteeism and 


mote the employer’s goodwill in the 


munity and in the market place. 

(8) To avoid any possible application of 
the 24-month limitation, don’t provide that 
the death benefit shall be a 
of the employee's salary. 


continuation 

Make it a sepa- 

rate, different amount 
(9) If 


employee the right to designate 


estate tax is likely, deny to the 
his estate, 
his creditors or 


creditors of his estate as 


beneficiaries. Remember that possibly this 


cannot be done where the death benefit is 


part of a qualified plan 

(10) Determine the likely state tax con- 
sequences of the plan. Generally, more 
consequences will result if 
the employer establishes a death benefit 
plan applicable to a number of employees, 
rather than if 


favorable tax 


it acts separately for each 
employee 

Now the usual warning that tax consid- 
erations should not dictate the whole plan 


“14 Ithaca Trust Company v. U. 8., 1 
{ 386, 279 U. S. 151 (1929). 
1S Article cited at footnote 1, at p. 506. 


UST« 
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To make 
plan 


that 
covering all the 
check these points 


sure workable 


contingencies, 


you have a 


likely 


(a) Are benefits payable only on death 
prior to retirement, or also on death after 
retirement? (b) What happens on termina- 
tion of employment? (c) Are employees to 
have the right to designate beneficiaries? 
(d) Who will be the beneficiaries, if no 
one is designated by the employee, or if 
the one he designated is dead? (e) How 
shall payments to minors be made? (f) Is 
the death benefit payable in a lump sum or 
in installments? If there is a choice, is it 
the employer’s or the employee’s? 


Without court decisions, without a con- 


sistent statement of Congressional intent, 
and with untested regulations which appear 
to limit unjustifiably the 


the attorney 


word “contract,” 


drafting these contracts is 
like a jeweler repairing an unfamiliar watch 
in a dark room. He can only trust to his 
training and experience to produce a work- 


able product. 


It is almost superfluous to say that these 
contracts should be repeatedly 
during the next few years for the impact 
of subsequent this 
unexplored avenue of tax exemption 


[The End] 


reviewed 


developments in new, 


6 See preceding footnote 
107 Cited at footnote 104 





Books 


Taxes and the Investor 


Effect 


vidual J 


Taxation: Investments by Indi 


Keitl Lawrence E. 


Lyt 


Thompson and Harvard 


1] 
OMIMEee! 


1 


Business ot Researcl 


Soldic rs 


1953 3, 


Massachusetts 


his book consi : ettort 
(1) whose Wi m } decisiot Ss 


portant, (2) taxes affected 


investment cap these 


vestors and 


their investment poli 1¢ Ss? 


their source of material the au- 


primarily on comprehensive 


th 


\\ a carefully selected sample 


of approximately 750 
and thei 


answers 


individual investors 


research provides the following 
number one it 


from the 


lo question may be 
answered that 


flow of 


standpoint of the 


equity capital from 


individual in 
vestors to business, the investment decisions 
ot individuals in the 


wealth 


upper income and 


at " rr } ] 4 or] “7 
Ciasses af&e Ooverwheimingty wmNpot 


tant 


As to the 


ticularly those of the 


second question, taxes—par 
have 
upper 


new itl 


last 15 vears 
reduced the 
individuals to 


funds, but 


substantially capacity ot 
bracket 


vestible 


accumulate 
their remaining 


is still larger than is generally 


capacity 
suppose d 


Che important relation to the 


finding in 
third question is that high 


to their 


taxes, in additior 


direct effect on capacity to invest, 
reduce the willingness of these investors to 


At the 
time taxes have stimulated the appreciation 
minded 


make equity-type investments same 


investor to seek out investments 
offering unusually large 


tentialities 


This book is the final volume in the series 
of studies of the effects of taxation on busi- 
ness, conducted through the Harvard Grad- 
uate School of 
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capital gain po 


Business Administration and 
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1953 @ 


Interest 
to the Tax Man 


financed by a grant 


Merrill Four 


Advancement of Financial 


trom the 
dation for 


Knowledge 


Finance 


Financia Fol tf Corporations 
Stone Dewing he 


he Ronald Press 


New York 


edition, 1953 


Company, 15 E 26th 


10, New York 


street, 
1,538 
pages $15 
Chis 
been long 1 


nnane ial 


in all aspects ot 
ten from the 


ecutive 


viewpoint of the business ex 


and for that reason tax men will 


find ch: 1 yn stocks, bonds and other 


f securities; principles of valuation; 


‘ost of borrowed capital; and the eco 
nomic justification of expansion, of collateral 


interest to a tax problem involving these issues 


The 


revised 


has been 


edition 


take Ss Into 


new completely 


and account tl 


changes In 


economic, Ss cial and 


conditions which have taken place 
ticular 


results of constant 


past decade I attention is 


paid, tor 


a 
instance, to the 


inflationary pressure, with its effects on the 
kind 


expanding corporations and its influence on 


and character of securities issued by 


depreciation practice. Other developments 


vhich are extensively discussed are the 
increased importance of government regula 


tion, the results of significant court deci 
and the growth of the institutional 


sions, 


type ot investor 


Your Income and Your Silent Partner 


Minimizing Taxes on 
Charles B. Bayly, Jr 
Inc., 76 Maiden Lane, 
1953. 294 pages 


Professional In 
Newkirk 


Albany 7, 


Oonte 


Assoc 1ates, 


New York 


This book leaps into its subject from the 
very small but litigious platform of Section 
107 of the Internal 
be remembered 


Revenue Code It 
that this 


will 


section provides 


TAXES —The Tax Magazine 





r the spreading of income over the period 
yy which it is earned, although the bulk of 
it is not received until the end of the period. 

Che box 
pretations of this topic as simply as a tech- 
nical subject and thorough treatment permit, 
furnishes the expert with 
subject. 


; 


yk explains and analyzes all inter 


and even some 


new ideas on the 

The author is a 
York, ( 
an instructor at 
Law He is 


member of the New 
onnecticut and Ohio Bars, and was 
the Ohio State College of 
now a tax 
Columbia Broadcasting 


attorney with th 


Svstem, Inc 


A Goal for Continued Prosperity 
The 


American Economy in 
Colm. National Planning 


New Hampshire 


ton 9, D. ¢ 1952 


1960 Gerhard 
Association, 1606 
Avenue, N. W., Washing 


166 pages 


his study analyzes six different hypothe 


patterns of possible 


full employment 


economy for the year 1960, assuming a level 


national security spending of $40 billion 


Lhe authors disagree th the school ol 


that high 


1 expansion 


thought whicl believes steady 


employment ane may inevitably 
acquire, or result in, a continuing 


+ 


price rise 

run price adjustment should be 

of prices which get out 
’ 


a revi *t 
1 
general price ievel \ re 


with the 
in the price level is undesirable if it 
necessitates a general downward revision of 
projection of the 
nal product sets 
at $291 billion 


$58 


Che authors’ 
| consumer ex 
domestic and for 
and govern 
$76 billion, of which $40 
This 


ss national product of $425 


investment at billion 


ment purcl 


ases al 


billion will be for national 


security 
+ + ] 


a ikes a tal Qre 


1) 
Dillion 


Business Cycles 


Cycle Research 
Times, Arthur F 
reau o! 


ind the Needs ot 
National Bu 
1819 
1953 


Business 
Our Burns 
Economic Research, Ince., 
Broadway, New York 23, New York 


86 pages 


\ generation ago students of business 


cvcles believed that general business fluctua 


tions occurred at fairly regular time inter- 
fluctuations 


Interest 


} 


vals However, recent show a 


less regular pattern rates show a 


weaker tendency to rise during business 


show a stronger 
ability to resist business contractions, divi- 


expansions, wage rates 
dends show a shorter lag at cyclical turns, 
private construction contracts awarded less 
frequently lead general recovery and reces- 
sion, 


Books 


Some of the guideposts which only yes- 
terday provided reliable indications of eco 
nomic directions are not standing up well 
today. This is only reflection of the 
vast changes that have swept over economic 


one 


life in the quarter century since 1929 

This report—the thirty-third annual re 
port of the National Bureau of Economic 
Research, Inc.—was prepared under the di 
rection of Dr. Arthur F. 
director of research, who is now on 


Burns, the bureau’s 
leave 
Eisenhower 


as economic adviser to President 


Actual Soundness Sought 
for Unemployment Compensation 


A Survey of the Financial 
Actuarial Solvency of 
Unemployment ( 


Provisions and 
the Pennsylvania State 
ympensation Program. Com 
monwealth of Pennsylvania, Department of 
Labor and 


vania. 1951 

The unemployment insurance system whicl 
was inaugurated in the 30's 
plated a fixed 
upon payrolls It 
ment became 


Industry, Harrisburg, Pennsy! 


213 pages 


early contem 


contribution based 
developed, as 
that these rates 
were too high and resulted in the building 
of unnecessary 


rate ot 


employ 
stabilized, 


unemployment 
Thus, the 


devised, 


compensa 


tion reserves system oft 
which the 


between 


merit 


rating was undet 


rates 


of contribution varied 


employers 
according to the stability of their respective 
employment The 


subject to criticism in periods of unemploy 


merit-rating system 15S 


ment because it brings about an increase in 
the employers’ contributions 
when 


at a time 


they can least afford it 


This is somewhat the 


prompted the 


that 
oup to study 
the development of a long-range 
and to rece 


Situation 
creation Of a g1 
program 
ymmend enabling legislation. The 
study was done jointly by the Temple Uni 
versity School of Public Ad 

Economics 
State Bureau of 
and the United 
Employment Security 
By examining analytically all facts of the 
states’ experience with unemployment com 


Business and 
Bureau of 
Research, the 
Employment Security 


States Bureau of 


ministration, and 


Business 


pensation, this study provides some intet 
esting results sufficient statistical 
data to forecast the financial amount needed 
to meet unemployment in the 
recession or a depression. Consequently, a 
sufficient reserve can be built by maintaining 
contributions at a constant rate which is 
lower than the rate originally set and which 
might be somewhat higher that that en 
joyed by some employers in peak periods of 
economic activity under the merit system 


There are 


event of a 
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Articles 


Progressive Tax Burdens Minority 


“The History of a Prophecy: Class War 
and the Income Tax,"’ by Samuel B. 
Pettengill. American Bar Association 
Journal, June, 1953. 


The author is a member of the Indiana 
bar. 


Fifty-eight years ago, this prophecy was 
made: “The present assault upon capital is 
but the beginning. It will be the stepping 
stone to others, larger and more sweeping, 


until our political contests will become a 
war of the poor against the rich, a war con 


stantly growing in intensity and bitterness.” 


He is not 
associated with the political passions and 
prejudices of today. What he 
fore, can now be appraised objective ly The 
prophet was Justice Stephen J. Field of the 
United States Supreme Court. He 
this forecast in 


Pollock v 


rhe prophet is long since dead 


said, there 


made 
1895 in the famous case of 
Farmers Loan and Trust Company, 
157 U. S. 429; rehearing 158 U. S. 601. 


The Sixteenth 
curiosity 


Amendment is a political 


It is curious that a Republican President 
and Congress submitted the amendment be- 
cause in the 1908 political campaign, which 
the Republicans won, their platform was 
The Dem 
ocratic platform of that year, upon which 
William J. Bryan made his third try for the 
Presidency, contained this plank 


completely silent on the subject. 


“We favor an income tax as part of ou 
revenue system, and we urge the submission 
of a Constitutional amendment specifically 
authorizing Congress to levy and collect a 
tax upon individual and corporate incomes, 
to the end that wealth may bear its propor- 
tionate share of the burdens of the federal 
government.” 
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Digests and Comments 
from Other Periodicals 
- « « Staff Prepared 


The Republicans therefore carried out a 
Democratic plank in submitting the Six 
teenth Amendment for The 
Sixteenth gave Congress the 
power asked for but placed no limits upon 
its exercise. Note that the 
plank “proportionate’—not “progres 
sive.” In this respect, the Republicans out 
did the Democratic platform 
“proportionate” is a practical limitation on 
the power to tax, for no proposal to tax all 
incomes regardless of their size, at the same 
rate and as high as 40 or 50 or 80 or 90 per 
cent could possibly become law 


ratification! 
Amendment 


Democratic 
said 


The word 


\ propor 
which all in- 
comes are taxed at the same per cent 


The Party in 1908 did not 
propose a “progressive or graduated” tax as 
previously demanded by the socialists as far 
back as the Communist Manifesto of 1848 
That came later under both Democratic and 
Republican administrations. The first tax 
after the adoption of the Sixteenth Amend 
ment, the law of October 3, 1913, 
gressive. 


tionate income tax is one in 


Democratic 


was pro 


When the case of Pollock v. Farmers Loan 
and Trust Company was decided, no one 
seriously contended that Congress could not 
tax incomes under the Constitution. That 
was freely admitted. The crux of this fa 
mous which divided both the Court 
and the country into warring camps, as m 
had Dred 
back to was whether 
could tax “without apportionment 
among the several states and without regard 
to any census.” 


case 


case done since scott was sent 


slavery, Congress 
incomes 


The Court said it could not. 


The issue in the Pollock case was whether 
an income tax on rents, interest, dividends, 
etc., was a direct or indirect tax within the 
meaning of the Constitution. The Court 


held that it was a direct tax and unconstitu- 
tional. 


The law before the Court in the Pollock 
case was considered to be a law of the poor 
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against the rich, not because the tax was 
graduated upward, but because the tax 
would fall on only an estimated 85,000 peo- 
ple in a total population, at that time, of 
some 63,000,000. All the rest would escape 
the tax. 


What we have before us is not a question 
interesting only to historians and legal anti- 
quarians. In the light of today’s events, 
it ranks in importance in the domestic field 
almost as does the atom bomb in the field 
of foreign relations. 


Income tax individual incomes 
in 1953 (normal plus surtax) range from a 
minimum of 22.2 per cent on net incomes of 
less than $2,000, to 92 per cent on incomes 
of $200,000 and The difference be- 
tween 22 and 92 is a measure of that “war 
of the poor against the rich” which Justice 
Field foresaw 


rates on 


over. 


A great 


whether 


, 
Vital 


and 


pt litical 


question today is 
based on the 
Rights of Man, as against the Power of the 
State, can long 


poWer to tax 18s 


system 


survive when the unlimited 

yupled with the unlimited 
power to vote—that is, majority, 
through their representatives, can levy taxes 


when the 
on a minority 
do not pay 
Many state governments 
have constitutional ceilings on the power to 
tax and the power to incur debt. The fed 
eral government has The Bill of 
Rights in the Constitution places limits on 
the power of the 


at rates which the majority 


and municipal 


none 


federal government over 
the life, liberty, property, religious freedom, 


t 


‘tc., of the people. 


é There is now no limita- 
tion on its power to tax either their incomes 
or estates at death. At this point, a state 
ment by the United States Supreme Court 
should be recalled: “The theory of our gov- 
ernments, state and national, is opposed to 
the deposit of unlimited power anywhere.” 


But lest it be assumed that the writer would 
that the federal power in the field of 
taxation should now become a weapon in a 


urge 
new war of the rich against the poor, the 
following needs be said. 


The total tax burden on the shoulders of 
the poor is too heavy now. It should not 


be increased. It should be reduced. 


While the federal graduated or progres- 
sive income tax is not a crushing burden 
on the shoulders of our people earning 
$2,000, $3,000 or $4,000 a year, the burden 
of all taxes which they pay, directly and 
indirectly, is already too heavy, both in dol- 
lar amount and in the percentage of their 


Articles 


The progressive or graduated 
principle is not directed against the 
dollar or property owned; 

it is directed against the man 

who owns it. 


earnings and the value of their property. 
No one can come to a just conclusion as to 
a course to be taken with respect to the 
federal income tax without considering the 
weight of ail the numberless excise, prop- 
erty and other taxes paid by the poor which 
are levied by the federal, state and local 
governments under which they live. 


It is this total tax burden placed on the 
backs of both rich and poor which 


must 
be considered. 


The basic tax philosophy of this country 
has from the beginning been proportionate 
and not progressive. A poll tax is the same 
The general property or ad 
valorem tax or customs duty is the same 


on every head. 


on every $100 of assessed value of farm 
land or city homes or imported merchandise 
regardless of the health of the owner. The 
excise tax on cigarettes is the same on every 
package whether smoked by rich man or 
poor. The man who smokes two packs a 
day pays twice the tax as the 
smokes one 


man who 
But that is his own free choice 


It is not the strong arm of government. 


Nevertheless, the progressive principle is 
pressing hard to enter the tax field so long 
governed by the proportionate principle. An 
excise or sales tax graduating upward with 
the amount of business done or the value 
of the article sold is an example. So is the 
proposed chain-store tax in which the tax 
per store with the 


increases number of 


stores. 


The progressive or graduated principle is 
not directed against the dollar or property 
owned; it is directed against the man who 
owns it. Strictly, it is not a tax because 
it is not levied to pay only the legitimate 
costs of government. It is levied for other 
purposes. It is levied to redistribute the 
wealth of the nation, or it is levied for 
vengeance, 


[In a thorough critique of the progressive 
system of taxation, which appeared in the 
Spring, 1952 issue of the University of 
Chicago Law Review, Walter J. Blum 
and Harry Kalven, Jr., concluded that a 
“progressive tax is perhaps the cardinal 
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instance of the democratic community 
struggling with its hardest problem.” 


A digest of the authors’ article was pub- 
lished in the August, 1952 issue of TAXES, 
at pages 665-668.—Editor] 


When It Is a Pleasure to Give 


‘The Unlimited Deduction for Charitable 
Contributions,’’ by Clyde W. Wellen. 


Southwestern Law Journal, Winter, 
1953. 


The author is an associate professor of 
law at the University of Houston. 


Section 120 of he 
that if the 
vidual in the 


Code 
taxes paid by an indi 


provides, in 


essence, 


current taxable vear and in 


each of the ten preceding taxable years, plus 


the amount of his contributions 


charitable 
during such years, exceed 90 per cent of his 


net income, 


then the 20 per cent limitation 


on the deduction for charitable c« 


mtribu 
tions shall not be applicabl 


In its application, the meaning of Section 120 
doubt. The 
whether charitable 


has not been free from first 


question to arise was 


contributions, plus the described taxes, must 
exceed 90 per cent of the taxpayer's net 1 


come tor the current year and for each of 


the ten preceding years, or whether it would 
be sufficient if the 


and taxes 


pres 


contributions 
averaged 90 per cent over th ribed 
period lt | 

H Post, ( ¢ H Dec 


(1939), 


exceed 90 per 


seems clear from Estate of James 


10,679-L., 3 STA 1243 


that contributions and 


taxes must 


cent of net income tor the 
and for each of the 


current veart preceding 


ten years 


Doubts are oncerning the 


certain to arise ¢ 


deduction 
Section 120 is available only if 


meaning of “net income.” The 


allowed by 
contributions and taxes exceed 90 per cent 
of “net income.” A precise definition of the 
term becomes a necessity An examination 


of the section and the regulations there 
under sheds no light on this important ques 
tion; however, in Section 21 of the Code, 
is defined as gross income, com 
Section 22, less the 
The credits 


Section 25 should not be 


net mcome 
puted under deductions 
per- 


taken 


allowed by Section 23 
mitted by 


mto account in computing net income 


From the standpoint of Section 120, the 


introduction of the “adjusted gross income” 


important because of the 
provision in Section 22 (n) (6) to the effect 
that 


664 


concept may be 


Section 23 as 


deductions allowed by 


August, 


1953 @ 


losses from sales or exchanges of property 
must be 
computing Since 
monly thought that the determination of ad 
justed 


arriving at net 


deducted trom gross 


Income In 
gross mcome it 18 com- 


merely a 


gross income 1S step in 


income, this helps substan 


the conclusion that net capital losses 


Section 23 (g) 


tiate 


to the extent allowed unde1 


must first be deducted before 


can be ascertained 


W hile 


gains, derived fro 


formerly only 


, 
Capital 


assets 


¢ 


months, were take 
count, now it is provided that a 


I 


after deducting net short-term 


be included in determining gro 
Section 117 (b) and Section 23 (ee) (add 
by the 1951 further provide, 

that 50 per cent of the erc 


term 


act) 


gains over shor 


capital 


losses shall be a deduction f1 


come 


when the tax is computes 
tions 11 and 12 of the Code 


will benefit the taxpayer in 


sustains long-term capital 


work to his disadvantages 


capital gains and short-tern 


195] 


+] 


iong-term capital 
provides that 


now 


cent (26 per cent 
innime after October 31, 

cess of the net long term 

short-term capital loss It 


alternative m 


| 
however, that the 


pe rmitted by this section, 1s to be 


if the tax imposed is less than tha 
by Sections 11 and 12 It 
that a significant change has been made in 
this 7 


come 


should be 


note 


section insofar as the amount of in 
taken into account is concerned. Un 
der Section 117 (c) 
of the excess of net long-term capital gains 
over the net 
taken account, 


the alternative method is used, no 


(2), as now worded, al! 


short-term capital losses is 


into the income and whet 


deduction 
is permitted under Section 23 (ee). Form 


erly only 50 per cent was so included 


Under Regulations 111, Section 
joint return by 


29.120-1, a 


husband and wiie must 


considered as an entity, and the deduction 
Section 120 is 


combined charitable 


under available only if 
contributions of hus 
and 


aggregate net 


band wite exceed 90 pet 


cent of this 


incom«¢ 


It is t 


iat charitable 


Section 120 tl 


plus 


said in 


contributions, taxes, must exceed 90 
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Section 120 is a section 
which cannot be overlooked in 
future tax planning. 


per cent of net income, computed “without 
applicable : 
meant by the “applicable subsec 

In Regulations 111, Section 29.120-1 
it is stated that net income for the ten pre 
ceding years must be computed without the 
benefit of 


gitts 


the benefit of the 
What is 


tion” 


subsection.’ 


any deduction for contributions or 


Hence, the words sub 
the deduc- 


deductions 


“applicable 
construed to include 
tions under Section 120 and any 
allowed in prior years under Section 23 (0) 
Logic would 


section” are 


indicate that this interpreta- 


Con- 
gress, and while it has little support when 
Section 120 is read strictly, still it seems 
likely that it will be upheld by the courts 


tion is the one probably intended by 


The taxpayer should analyze Section 120 
related the Code the 
standpoint of his own return. If diffi 


cult conditions of the section are complied 


from 


the 


and sections of 


with and the taxpayer qualifies for the un 
limited the 


Savines 


charitable deduction, rewards 


are great. Enormous tax can be 


effected and large donations can be made to 


worthy charitable which otherwise 


causes, 


might not be possible. Because of these at 


tractive possibilities, Section 120 1s a section 


which cannot be overlooked in future tax 


planning 
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Chis bill provides only tor an 


striking ‘June 30, 1953’ and 


appear, 
‘December 31, 


wherever such dates 
thereot 
1954 


law 


leu 


1953’ and ‘January 1. 


and inserting in 


| his 1s 


the Dill that became 


H. R. 5899) had 


acceptable It 


been 
Was 
Kean bill in that it 


exemption 


ommentators extension 


victory President’s 


fram 


The Congress 
Taxpayer Juries Not Likely. 
‘ 1] } 


o bills before ¢ 


Chere are 
oneress ot 


52 and H. R 


interest to tax 


$401. Both lib 


ingino tft 


removes the jurisdictional 
limitatton ot $10,000 As introduced, it pro 

trials of something 
but 
He ise, an 


House ( 


provision 


cases, 


does ne permit, atte! 
ame nd 
ommittee on 
relating 


1 
nas reque sted a 


ould permit a tax 


recover taxes 
which the 


rie 


Washington Tax Talk 


suit must be filed in the district in which the 


director (or former collector) resides 


discussed in 


by Mr. 
entitled 


hese 


our 
Platt W 


“Refund 


problems 
last issue (at page 
Dockery, in. the 

Suits in District Courts.’ 

Code Revision Postponed.—Hearings on 
the revision of the 
conducted by the 


Committee, 


Revenue Code, 
Wavs and Means 


indefinitely postponed after 


Internal 
House 
were 
the session of July 23. 


The Commissioner 


Acquiescence.—-The  ( 


quiesces in the following decisions 


Dec. 18,532.—Wife incurred 
In connection with . y 


OmMMmMisspnel 


Coke, CCH 
le gal ( xXpc nses 


her share of community property 


of such property, 
entitled to 
expenses 


capital 
Miller, CCH Dec 


the value ot 


capital gain resulted 
deduct that 
related to 


was portion of the 


which her share of the 


gain ( Nonacquiescence withdrawn. ) 


19,506.— Difference 


tween work done on 
and the an nt 


tractor who 


f money paid to 
absconded with s 


cash, was a deductible loss 


Siayimdadkey ) ( 
19,187 Amounts 


tion tor the purchase 


ompany, CCH Dee 


expended by a corpora 
and 


which it 


improvement ot 


recreation lodge conveyed to its 


foremen’s association, were ordinary and 


necessa&ry susiness expenses 





Procedure Must Be Followed 


Board has no jurisdiction unless the 
notice of appeal complies with the re- 
quirements. 


A document, filed as a notice of appeal, 


contained three sentences: the first sentence 
said “See notice of objection”; the 
stated that “Books are now available”; 
the third gave the 


taxpayet lo this 


second 
and 
street address of the 
document was attached 


a check for $15, which, when presented for 
payment by the registrar of the 


\ppeal Board, 


tion “Cannot trac 


Income lax 
returned with the nota- 
account.” The 
was sustained in his 


Was 
Minister 
that the 
Board had no jurisdiction as the notice did 
not “follow the herein set forth and 
a statement of the allegations of 
fact and the which the 


contention 


form 
. Set out 
reasons appellant 
intends to submit in support of the appeal.” 
(Rule 1 of the Pro- 
cedure of the Appeal Board.) 
As the cheque was not paid by the bank 
on which it was drawn, it was the same as 
if the required fee had not paid 
(Section 81 (1) of the Income Tax Act.) 
, the Minister had not received 
the two copies of the notice of appeal, as 
required by Section 80 of the Income Tax 
Act. Finally, the notice of appeal had not 
been filed within the time limits set forth 
in Section 69B(1) of the Income War Tax 
Act and Section 54 (1) of the 
Act Sonnema v. Minister 


53 DTC 194 


Rules of Practice and 


Income ‘Tax 


been 


Furthermore 


Income Tax 
Vational Rez 
enue, 


Depletion Basis 


Company which purchases property 
from stockholder with controlling inter- 
est takes his basis. 


In 1943, timber limits were purchased and 
sold to a company for $1,500,000 by a share- 
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Rules for Appeals .. . 


Control Is Basis Factor .. . 


Wife's Business Role Ignored 


Canadian Tax Letter 


holder 
1,550 shares; the amount paid 
ably in 


who owned 856 of the company’s 
was conside1 
excess of the him. The 
company claimed that $1,500,000 was equal 
to or in excess of the 
limits, that the purchase was made by an 
independent board 


at a fair 


cost to 
actual value of the 
of directors in good faith 
that the de- 
that 


words 


value, and 
should be based on 
that the 
holder,” 
authorizing the Minister 
to compute the depletion allowance, did not 
include an individual was rejected, and since 
ller controlled the 
ver cent interest, the 


market 
pletion allowancs 
amount Lhe 
“the previous 
Order in 


contention 


, 
in tne 


owner 
Council 


the se company with a 3 
Minister was corre 
that 


be based on the cost to the 


T 
in his determination the depletion al 
| 


owance seller. 
\ Y6 


DTC 191. 


v. Minister of National Revenue, 53 


No Convention Expenses for Wife 


Efforts as hostess for husband do not 
constitute an income-producing factor. 


\ company claimed deductions from in- 


come for the wite ot 


conventions, to which she, 


expenses of the 
president at 
ler great 


displeasure,” accompanied 


1usband and acted as his hostess at different 


I 
} 
i 


receptions. In support of this 
submitted data showing the busi 
importance of the role of a 


such affairs. 


claim, the 
company 
ness wite at 
Without ‘discussing such data, 
that the 


being 


found 
deductible as 


it was expenses were not 
made 
the process of earning 
wholly 
company’s | 
at the 


be said 


incurred in 
income; “they were 
antecedent to any 

income earning operatio 
most, of these expenses, 

that they 


preliminary expenses 


were or the nature ol 
incurred 
something liable 
to produce income.” Vo. 105 v. Minister 
National Revenue, 53 DTC 206 


made or 


with a view to obtaining 
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From 
the Reader 


Acq. and Non-acq. 


Carry-Over Provision Defective 
Sir: 


Section 322 of the Revenue Act of 1951 
made several changes in Section 117 of the 
Internal Revenue Code 


gains and losses). 


(relating to capital 


Generally, the amendments made by the 
Act of 1951 are effective for tax- 
able years beginning after October 20, 1951. 
Accordingly, the first year for which such 


Revenue 


amendments are effective for taxpayers on a 
calendar-year basis is the 


1952 


calendar-yeat 


§ those amendments is to 


penalize severely the individual taxpayer 
who has sustained a net capital loss in 1951, 
Or in a prior year, which has to be carried 


forward to 1952, or subsequent years, and 
applied against long-term losses because, as 
the result of those amendments, he is al- 
lowed only 25 per such loss if it 
a long-term loss or 50 per cent thereof 
was a short-term 
taxpayers who 
1952 are 


cent of 
was 
it it 


loss, whereas other 


sustained losses prior to 
allowed 50 per cent of the long 
100 per cent of short-term 


result, such 


term losses and 


losses As a 


quired to pay 


taxpayer is re- 
taxes which other taxpayers 


are not required to pay. 
Under the law prior to its amendment by 
the Revenue Act of 1951, 


gains or 


only 50 per cent 
were to be 
taken into account whereas 100 per cent of 
short-term gains or 


of long-term losses 
losses were to be taken 
(Section 117 (b).) 
had a net 


into acocunt If a tax 
capital loss in any 


‘ 
such net loss was to be 


payer year, 
carried over to sub 
sequent years as a “short-term loss” in such 

(Section 117 (e).) In 
entire amount of the loss, 


so carried over, was to be given effect in 


subsequent years 


other words, the 


subsequent years 


Under the law, as amended, 100 per cent 


all capital gains and losses, whether 


Acq. and Non-acq. 


short 
into account. 


term or term, are to be taken 
The law, as amended, also 
provides that any net capital loss is to be 
carried over to subsequent years as a “short- 
term loss” in such subsequent years. (Sec- 
tion 117 (e).) However, the law, as 
amended, also provides that, if in any year 
the net long-term 
short-term 


long 


gains exceed the net 
(including carry-overs 
froni prior years), the taxpayer shall be al- 
lowed a deduction equal to 50 per cent of 
such excess. (Section 117 (b), as amended.) 
Thus, for example, if a 
$10,000 long 


losses 


taxpayer had a 
term gain in a certain year and 
a $5,000 “‘short-term” loss resulting from a 
carry-over from a prior year, or years, he 
is to be allowed a deduction of $2,500, that 
is, 50 per cent of ($10,000 $5,000). 
sequently, he would be subject t 
$2,500, that is ($10,000 


That to saying that both 
his long-term gain and his carry-over shall 
be reduced by 


Con- 
o tax on 
- $5,000 — $2,500). 


is equivalent 


one-half as shown by the 


following: 


One half of 
gain 
One half of $5,000 carry-over 


$10,000 long-term 


Net amount subject to tax 


Consequently, if the resulted 
, which 
prior to the 
amendment, such carry-over represents one 
half of that and if such 
carry-over is again halved, the result is that 
the taxpayer is getting the benefit of only 
25 per cent of the 


carry-ovel 
from a long-term loss in a prior year 
was governed by the law 


loss 


long-term 


long-term loss. On the 
other hand, if the carry-over resulted from 
a short-term loss, the taxpayer is getting the 
benefit of only 50 per cent of that short- 
term loss where as the law in effect at the 
time the transaction resulting mn the short-term 
loss occurred contemplated that the taxpayer 
should have the benefit of 100 per cent of 


short-term losses 
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i 
he result is who, in a 


that a taxpayel 
vear governed by the law 
ment, 


before its amend 


a capital net loss 


apply 


gain realized in a year 


had which he has 


Oo carry over and against a long-term 


governed by the law 


as amended, is the victim of 


a squeeze play 
a long 


law in effect at the 


If the loss was term capital le Ss, the 
time the loss 

assured the taxpayer that he would be 

the benefit of 50 per cent of that loss: but 
the law, as changed after the loss o¢ 
now 


urred, 
have only 
25 per cent of that loss and completely re- 
pudiates the 


informs him that he is to 


given him at 
The 
of a short-term loss except tl 


assured 


assurance 


loss occur;re d 


time the same is t1 
in the case 
in that case, the law 
the time the loss occurred, that he would 
allowed 100 per cent of the 
him that he 
thereot 


hrst him, 


loss but now 
only 50 pet 
Surely Congress could not 
have intended such a high-handed repudiatior 


4 


mtorms is to get 


cent 


effect of this we will 


To illustrate the 
assume three individual taxpayers whom ws 
will designate as A, B and C Each of 
those individuals had capital and 


losses in six successive 


gains 


years as follows 


Ist vear—Long-term ($50,000) 


2nd year—Long-term 3,600 


3rd year—Short-term 11,000) 


{th year—Short-term 2.000 


Long-te rm 
Short-term 


Sth ve 2,800 


SU 


Long-term gain 50,000 


1.800) 


It also is assumed that ‘ach of the six 
h taxpayer had 


$30,000, computed without 


years Cat 


gains or losses 


\ had his 


period trom 


transactions overt 
1947 to 1952, inclusive ” 
was 1947 and his 


sixth year was 1952 B’s six-year 


sequently, his first year 
Z period 
was from 1946 to 1951, inclusive; and C’s 
1952 to 1957, 


that of the six 


is from inclusive will be 

taxable vears of A, 

governed by the law 

and one year (1952) 
] 


erned by the law as amended, 


noted 


five wert 


before 


amendment was gov- 
‘ 

whereas all 
six years of B 


were governed by the law 


before amendment and all six years of C are 
governed by the law as amended. Conse- 


quently A was the only one of the three who 


had 


the law before amendment to a vear (1952) 


a carry-over from years governed by 


governed by the law amended 
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1953 @ 


taxable cay 
and deductible capital losses o 

vidual that, 
$1,800 net capital 


Computation of the 
discloses although 
loss over th 
period, he had to pay tax On a C: ‘ l 
of $12,500 in the sixth year and was entitled 
$5,000 in 


words, he 


to capital loss deductions totaling 
other 


tax on a net 


the prior five years. In 


was required to pay capital 


gain of $7,500 over the six whereas 


$1,800 


years, 


he actually sustained a net loss of 
On the 


had a net 


other hand, B and C, each of whon 


also capital loss of $1,800 over 


benefits of 


$3,400, 


six-year period, receive the 
et deductions of $5,000 and 


spective ly 


( learly, taxpaver \ 
penalized without any 


( Ibviously, 


taxpayers such as 


are severely justifi 


cation this and 


eliminated without delay 


untatl unjust 
situation should be 
and it can be done only by corrective legis 
that 


amending 


lation, and can be 


accomplished 
merely Section 322 (d 


1951 


= he 


shall be applicable only with respect to tax 


) 


Revenue Act to read as 


amendments made by this section 


able years beginning on or after the date 


~f the enactment of this act However, the 
amount of any 


117 (e) of the 


carry-over, under Sect 


l 


Internal Revenue Code, fre 


a taxable year beginning before such date 


a taxable vear beginning on or after such 


with 


date shall be computed in accordance 
such . 


amendments.’ 


This inequity exists with respect to indi 


] 


vidual taxpayers only and 


not with respect 
to corporations, caused by the 
Section 117 (b) of the Code 


which does not apply 


Since it 1s 
operation oft 
to corporations. It 
does affect all individual taxpayers, such 
taxpayer A 


capital net 


referred to herein, 


1951. oO 


( arried Over 


losses in 
which must be 


against long-term 


gains in 
years It may be 
to the 


of long-term 


quent 


carry-over! sixth year is 


gains 


and losses and 


term and losses It does not 


gains 


however, if such carry-overs ar 


against short-term 1952, 


gains in 


subsequent years 


suggested will 


Che amendment 
turb c 


rporations nor will it affect cases 


where the carry-overs are applied against 


short-term gains 
James F 


Des Moines, lowa 
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Tax-Wise 


Meetings of Tax Men 


Tax Executives Institute.—Th« 
Annual 


Eighth 
Executives 
Institute will take place at Bedford Springs, 
Pennsylvania, September 20-24. Among the 


speake rs at the conference will be the Com 


Conference of the Tax 


Coleman 
and Roy 
Instead of having one subject dis- 
time, there 


sessions meeting in 


Revenue, || 
Hellerstein; 


missioner of Internal 


Andrews; Jerome 


Blough 


cussed at a will be 


concurrent 


different rooms; those 


attending thus will be abl 


to choose their 


subjects. Registration rates 


{separate 1rom 
and $10 
registration 


the hotel rates) are $75 for 


men 


; 


ladies Applications for 
should be made to the Tax 
stitute, Inc., 60 East 12nd 


York 17. New York 


Executives In 


New 


Street, 


University of Mississippi.—The University 
f Mississippi School of Law will hold its 
Second Annual Tax Program for Practicing 
Lawyers from August 31 to September 11 
Che first devoted 
in the 


and gift 
} 


week will be to a basic 


cours¢ fundamentals of income, estate 
will be 


estate 


taxation; the second week 


voted to an advanced course in 


tit 
planning. Tuition charges are: for the basi 


ourse, $35; for the advanced course, $35; 
and for the entire program, $50. Applications 
tion, which should be completed 


15, should be 


Department of 


addressed to 
Conferences 


University of Mississippi, 


National Tobacco Tax Association.—The 
Annual Meeting of the 
Tax Association will be 
gia, September 13-16 

will be the 


1 
ty-seventi 


the meeting 


Twenty-five Years Ago 


Some people still cling to the 


usiness can pass on income 


notion that 


taxes in the 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


form of higher prices. In order to help dis- 
pel such ideas, the following item from the 


\ugust, 1928 issue of TAXEs is presented: 


An interesting tax 


development during 


been the change in atti 
tude of business interests towards the effects 


of the 


recent years has 


income tax. It has long been the 
conviction of leading economists that income 
taxes are not as a rule passed On in the form 
of higher 


source of income 


whether the 
be a competitive business 


commodity prices, 


or a monopoly. Until recently this conclu 
sion was viewed with scorn by many busi 


nessmen. 


That individuals can not 
come tax 


shift their in 
individual who 
will doubt, but 
rather widespread suspicion, 
better informed element of 
the country, that corporations somehow were 
immune 1 


obligations, no 
j 
i 


1 
} 
I 


las paid such a tax 


there was a 
even among the 
from income taxes by virtue of a 
being able automatically 
for their commodities o1 
amount of the income tax 
paid, and thus were able to pass the burdet 


in toto to 


mystical power of 
to increase prices 
services by the 


their customers 


After ten vears or more of so-called shift 
the bookkeeping 


process of charging the tax payments to ex 


ing Of income taxes, by 


penses, corporations have come to the con 


clusion that the procedure insofar as it 
effected an increase in prices was a delusio1 
Now we are informed a campaign of educa 
tion of stockholders is being urged by busi 


ness interests to 


information, by 
means of stickers on dividend checks, that 


spread 


the checks would be larger if it were not 
for the corporation income tax 


This is a 
frank j 


admission of previous error in con 


tending that corporation taxpayers were not 
subject to otherwise universal economic laws 
and that they could, therefore, fix their 


profits according to their own desires, re 


gardless of outside price 


pt determining condi 


tions 
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City Income Taxes 


St. Louis, like a number of cities, has been 
i a spot for revenue and has been seeking 
new tax pursuit of the tax- 
payers’ dollars, the city a few back 
tax. It ruled un 
undaunted, the city fathers 
from the 

enabling act 
only St. Louis qualified as a 
city may have an 
Just this new city earnings tax 
was upheld by the Missouri Supreme Court 

It had attacked as 
because individuals were taxed on salaries, 


sources, In 
years 
enacted an income 
constitutional, but 
asked 


Was 


and received state legis 


lators a which 


new 
that 
which 


rect ntly 


Was SO 
worded 


“earnings” tax 


been discriminatory 
wages and commissions, while the corpor: 

The state 
attacked too because St 
that within 
the ennumerated class which could impose 
the tax. The Supreme Court 
brushed away both contrary objections and 
upheld St 


tions were taxed on net profits. 


enabling act was 


Louis was the only city 


came 
Missouri 


Louis’s new ordinance 
In the June issue of the National Tax 
Journal, Mr. Sigafoos, a member of the Divi 
sion of Illinois 
written an 
on the municipal income tax 
According to Mr 


municipal or 


Department of 
interesting 


Research, 
Finance, has article 
Sigafoos, there are 276 
district income taxes 
and 263 of these are in Pennsylvania; the 
others are in Ohio, Kentucky 
Missouri (the tax ordinance discussed 
above). 


school 


cities in 
and 


The sore spot in municipal income taxes 
is that they overlap federal and state taxes 
and, quoting Mr. Sigafoos, “Three general 
problems are bound to appear if the move- 
ment larger proportions: (1) the 
possibility of excessive tax burden on the 
individual taxpayer; (2) the probable im- 
pairment of the _ federal 


revenue; 


reaches 


government’s 
and (3) the 
inefficiency caused by the exist- 
separate tax administrative facilities.” 


principal source of 
waste and 


ence ol 


Strong Foreign Economies 
Necessary for Our Prosperity 
The 


among 


moneys raised by used, 
things, to eco- 
other The 


for such aid was stressed by Liv- 


taxes are 
promote the 
countries. 


other 
nomic welfare of 
necessity 
ingston T 
State for 


speech 


Marchant, Assistant Secretary of 
European recent 
before the Allied 


Products Institute 
“A final fact | 


the important 
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Affairs, in a 
Machinery and 


He said, in part 
want to stress... is 


relation between economic 


August, 


1933 © 


health in other free countries and our efforts 
to achieve world peace and security. We 
can neither keep the friendship of othe 
peoples nor hope to see them become strong 
unless they are able to establish conditions 
of economic stability and growth. . . . eco 
nomic conditions abroad vitally affect our 
national security.” 


More Statistics 


On page 494 of the June issue, we 
lated the 
the taxpayel! 


tabu 
record of the Commissioner and 
{ 


in the courts. Revised figures 
that of 267 Tax 
were disposed 
1952 
the Supreme Court granted certiorari), 146 
decided in 


show Court cases which 
of on appeal in the 


(excluding 


iSCai 


veal those cases in whicl 
favor of the 


favor of the 


were 
91 in 


modified. 


Maer 


In the article by John C. Chommie, men 
page 621, of a 
driver claiming that tips were not income to 
him. A reading of the case, Roberts v. Com 
misstoner, 


government, 


taxpayer, and 30 were 


tion is made at taxicab 


discloses interesting facets on the 
origin of tipping 

“Despite apparent voluntariness, there is 
an element of compulsion in tipping. This 
has been evident to observers in times past 
when tipping was not so prevalent as it is 
now. Joseph T. Shipley, in his Dictionary 
of Word Origins, 1945, gives this account of 
the origin of the word: 
eral meanings, more or 
obscure; connected with tap and with top 


‘The word has sev- 


with origins less 


In the sense of a sum of money given for 
good service, other languages are more spe 
pourboire, for drink, It is 
suggested that our word is formed from the 
practice, in 18th c. London 
houses, of having a box in which persons in 
a hurry would drop 
immediate attention 


To Insure Promptness; 
initials T. I. P z 


cific, c. &., Fr. 


early coffee 
a small coin, to gain 
was labeled 
with the 


The box 


then just 


Contract to Alter Will 
Must Be in Writing 


An oral contract to alter a will, made in 
Florida, is not New York 
an ordinary contract 
but for all practical purposes amounts to 
a testamentary disposition 
that 
instituted 


enforceable in 
Such a contract is mot 


“The nature of 
actions for its 
after the death 
of the promisor and consequently the diffi 
culty of disputing the claim is enormous.” 


the contract is such 


entorcement are 
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Regardless of whether the question of apply- 
ing the Statute of Frauds was substantive 
or procedural, “it is clear that the enforce- 
ment of oral contracts to make or refrain 
from altering a will is completely incon- 
sistent with and imperils the policy of this 
State relating to testamentary dispositions. 
It is clear, also, that in reaching our decision 


here we are not to be guided by the same 
considerations as we would in determining 
the applicability of our Statutes of Frauds 
to the ordinary or commercial contract. 
It is clear, too, that we are not here con- 
cerned with the ordinary Statutes of Frauds 
and what we now decide is not necessarily 
dispositive of cases arising under them since 
the agreement in question related to 
testator ‘to bequeath property 
or make a testamentary f any 
[some] kind’.” Regarding the theory that 
the law of the state the most 
significant contacts the matter in dis 
pute is to be applied, it was said “here we 
a N« Ww 
and a claim based upon 
that promise being administered under the 
New York court. In a 
sense New York is the place of performance 
of the contract for it called for the retention 
in existence of an effectual will—a will valid 
law of the testator’s domicile, New 
in the other hand, Florida’s only 


was 
he wish of a 
provision of 
which has 
with 
have a promise by 


not to 


York domiciliary 
alter a will, 


supervision or a 


City Tax Calendar . 


September 15—Arizona: Phoenix 
and 


business 


rivilege tax duc 
Denver 


it duc Ohio 


reports payment 


| 
} | 
C olorad Sales tax 


al d 
Columbus estimated 
thir d 


estimated 


re ports 
payme! 


corporate 


income tax installment 


Lue Columbus 
+} 


personal in 


| and, it 


me tax iird installment neces 


declaration due 
Youngstown estimated ec: 


third installment due 


sary, amended tax 
rporate 
Youngstown 


estimated personal income tax third in 


ul 


mcome 
tax 


Erie 
and pay 
tax third 
Erie School District in 
Philadel- 


reports 


stallment Pennsylvania: em 
withholding tax 1 rts 


. : 
nt due Erie personal inc 


+4]] 
nstaliment 


ome 
due 
come tax third installment due 


phia 


duc 


mn!) > withhold 
employe! withnoiding tax 
Scranton employet 


reports 


vithholding tax 
Scranton 
withholding tax 
Scranton 
income 
Washington 


tax reports 


and payment du 
School District employer 
reports payment due 


School District 


third installmet 


and 
estimated tax 
Seattle 


payment 


it due 


occupation and due. 


Tax-Wise 


contact appears to be that that was the place of 
contracting and, that being so, there exists 
the possibility that the parties contracted, 
if indeed they did, with the law of that 
jurisdiction in mind. What has gone before 
is sufficient to demonstrate that New York’s 
contacts are most significant as well as 
more numerous.” (Rubin v. Irving Trust 
Company, CCH New York Estates, WILLs, 
Trusts § 27,535.) 


information Please 


Intrigued by the fact that a lecture on 
American taxation was given at the Ecole 
Libre -des Hautes Etudes, we consulted Mr. 
Kieran’s well-known almanac further 
details concerning this institution of learn- 
ing. With due Mr. Kieran, 
however, it was necessary to write Mr. Joseph, 
the author of the lecture and article which 
appears at page 600. He supplied us with 
the following noteworthy item: 

The French University, also known as 
Ecole Libre des Hautes Etudes, is chartered 
as a university by the State of New York. 
It originally was founded when some of the 
outstanding French and Belgian scholars 
came to this country upon the outbreak of 
the war. It has, like any other university, 
several departments, and it has the right to 
grant the usual degrees. 


for 


deference to 


Tacoma occupation 
ment due. 
September 
and 


tax reports and pay 


20—Louisiana: New Orleans 
tax reports and payment 
New York: New York City sales 
and use tax reports and payment due 
September 25—New York: New York City 
conduit company tax reports and payment 
New York City public utility ex 
cise tax reports and payment duc 
September 30—Cali/ 


monthly sales 


sales 


due 


ust 


due. 


Los 
tax rep 
Louis em 
and 


estimated 


rnia: 


Angeles 


and use and 


duc Missouri: St. 
withholding tax 
dug Ohio: Dayton 
third installment 
Dayton estmiated personal income 
third Toledo 
third 


orts 
payment 
ployer reports pay 
ment 
corporate 


due 


mcome tax 


tax installment due esti 


mated corporate income tax install 


and, if amended tax 


due 


income 


ment necessary, 

Toledo 
tax third installment 
Erie School District 
withholding tax 
ment due 


declaration estimated per- 


sonal due 


Pennsylvania: em- 


ployer reports and pay 
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State Tax Calendar [| ¢ ”,° 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ALABAMA: September 15—Corporate in 
come tax third installment due.—Personal 


tax third installment due 


ARIZONA: September 1 


from 


income 


-Prope rty reports 
private car companies due 
September 30- 


registration tees tt 


(last 
Annual reports and 
om corporations due 


day) 


CALIFORNIA: September 15—Pank and 
corporation 
ment due ( 
installment duc 


install 
tax second 


franchise tax second 


rporate income 


Annual 
(certified copy) from for 
eign and domestic corporations due (to be 
filed with town clerk) 


CONNECTICUT: September 30 


reports and tee 


DISTRICT OF COLUMBIA: September 
30 Property tax 


due (last day) 


semiannual installment 


GEORGIA: September 15—Corporate in 
come tax third installment due Pe 
income tax thi 


rsonal 
d installment due 


IDAHO: September 1 


tax statements and 


license 
payment due (last 
September 15—Corporate income 
tax second installment due 
come 


Franchise 


day ) 


Personal in 
tax second installment due 


ILLINOIS: September 1 
private cart 
due.—Real pr 
stallment due 


-Property tax of 


semiannual installment 


ines 


operty tax semiannual in 


1953 SEPTEMBER 1953 


et oe 
| 
| 
FRI SAT 





SUN MON TUE WED THU 


1234 5| 
9 10 11 12) 

| 15 16 17 18 19) 
22 23 24 25 26| 

27 OF 10 wean <o| 








MAINE: September 1—Franchise tax due 
MARYLAND: September 15—Corporate 


third installment due.—Per- 
income tax third installment due 


MINNESOTA: September 15—Corporat: 
income tax second installment due.—Per 
sonal income 


MISSISSIPPI: September 15— 
third 
sonal income 


income tax 
sonal 


tax second installment due 


Corporate 
installment due.—Per 
tax third installment due 


NEBRASKA: September 1- 


tax second installment due. 


NORTH CAROLINA: 


Corporate 


income tax 


Real propert 


September 15 


income tax third installment 
due.—Personal 


ment due 


NORTH DAKOTA: September 15—Co: 

porate 

-Personal income tax 
due. 


OHIO: September 20- 


tangible personal pr: 


income tax third install 


third installment due 
third 


income tax 


installment 


Tangible and in- 
yperty tax semiannual 
installment due.—Tangible personal prop 
erty tax from 


due, 


OKLAHOMA: September 15—Corporat: 
third installment du Pet 
tax third installment due 


SOUTH CAROLINA: 


Ce rporate 


intercounty corporations 


income tax 
sonal income 


September 15 
third installment 
third 
tax installment due 


income tax 
due.—Personal 
ment due.— 


UTAH: September 15—Excise (inc: 


tax third installment due. 


VERMONT: September 15- 
come tax third 
erty reports from 


income tax install- 


Prope rty 
yme ) 
Personal in 


installment due Proj 
railroads due 


“Under the Articles of Confederation, the central government had no right to 


raise revenue by taxation. 


It was forced to depend upon the several states 


for voluntary contributions which were slow in arriving and 


often were never made.” 
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Federal Tax Calendar 


September 15—— 


Due date tor third quarterly 


DV ¢ atliol On mcone 


1952 (in 


cal naar 


ver cent of the tax) 
] 


declaration 


tax by individuals for 


Date for fil 


1953 if filing requireme 
met after June 1, 


September ei: 1953 


istallment is 10 


counts abroad; (4) domestic corpora 


payment tions whose principal income is from 
yi ¥e 

| ! 
sources within the possessions ot 


, 
tax due fof a 


United States; and (3) Americar 
zens residing or traveling abroad 
cluding persons in the military or naval 
estimated service on duty outside the United States 
yeal (Regulations 111, Section 29.53-3(a) 
Forms: (1) Form 1065; (2)-(4) | 
before 1120: (5) Form 1040 


re first 


Monthly information — re 
holders and ot officers 


foreign personal holding 
for August. Form 957 


} 


1 dire date delivery to local col 
allip depo 
ited States, of requisitions 
during 
atement 
Stamps on hand ; Qiininy 
month and stamps 
Payment also duc 
Stamps sol 


eID 
} 


> 606 


6025, 
177.4 





new regions outlined in broken lines. Eight offices 
were eliminated poo with 400 positions in these offices. The cities 
which Regional Commissioners’ offices will be located are Atlanta, Boston 
Chicago, Cincinnati, Dallas, New York City, Omaha, Philadelphia and San 
Francisco. The officers in charge of these regional offices will have the title 
of Regional Commissioner, and the old title of Director of Internal Revenue 
will be changed to District Director of Internal Revenue. This plan calls for 
of District Commissioners’ (old title) offices in the following cities: 
Baltimore, Cleveland, Detroit, Louisville, Birmingham, St. Louis, St. 
, Denver, Los and Seattle. Seattle is designated as head- 
for the State of Washington on and after July 6, 1953. 





